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CHAPTER 1 
Understanding and Working with the 
Federal Tax Law 


LEARNING OBJECTIVES 


After completing Chapter 1, you should be able to: 


Es 
ea 


— 
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Realize the importance of revenue needs as an objective of Federal tax law. 
Appreciate the influence of economic, social, equity, and political considerations on the development of the tax 
law. 

Understand how the IRS, as the protector of the revenue, has affected tax law. 
Recognize the role of the courts in interpreting and shaping tax law. 

Identify tax law sources—statutory, administrative, and judicial. 

Locate and use tax law sources. 

Be able to carry out tax research. 

Assess the validity and weight of tax law sources. 

Make use of various tax planning procedures. 

Prepare for taxation on the CPA examination. 


KEY TERMS 


Acquiescence Indexation : Revenue Pracedures 
Arm’s length concept Letter rulings Revenue Rulings 
Business purpose concept Nonacquiescence Tax benefit rule 
Certiorari Proposed Regulations Temporary Regulations 
Continuity of interest concept Revenue neutrality Wherewithal to pay 


Determination letters 


OUTLINE 


I. 


THE WHYS OF THE TAX LAW 
A. Revenue Needs 
1. The major objective of the Federal tax law is raising revenue to absorb the cost of government 
operations. 
2. Over the years, budget deficit considerations have emphasized the concept of revenue neutrality. 
3. Revenue neutral changes in the tax law neither reduce nor increase the deficit—the net revenue raised 
remains the same. 
B. Economic Considerations 
1. Control of the economy 
a. Capital outlays for business property are: 
1. encouraged through shorter asset lives and accelerated methods of depreciation. 
2. discouraged through longer asset lives and slower methods of depreciation. 
b. Tax rate changes often have a more immediate impact on the economy. 
2. Encouragement of certain activities 
a. Technological progress is encouraged by favorable tax provisions concerning the treatment of: 
1. research and development expenditures. 
2. inventors and patents. 
b. A healthy environment is encouraged through amortization of pollution control facilities. 
Tax incentives have been provided for energy conservation. 
d. The domestic production activities deduction provides tax incentives for manufacturing. 
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e. Low income rental housing is encouraged through tax credits. 

f. Savings is encouraged by making contributions to private retirement accounts deductible and 
allowing earnings to accumulate tax-free. 

Encouragement of certain industries 

a. Farmers are allowed to expense certain soil and water conservation expenditures and defer gain 
recognition on crop insurance proceeds. 

b. Extractors of gas, oil and some minerals are allowed to use percentage depletion and may expense 
rather than capitalize some exploration costs. 

Encouragement of small business 

a. Ordinary loss treatment allowed on sales of certain small business corporation’s stock encourages 
investments. 

b. The S corporation election allows the corporation to pass through profits and losses to shareholders 
without a corporate level income tax. 

c. Provisions for corporate reorganization allow corporations to combine without adverse tax 
consequences. 


C. Social Considerations 


l. 


Congress uses the Tax Code to address social concerns. Examples include: + 

a. The refundable earned income credit reduces the number of people on welfare. 

b. Employer paid insurance coverage for employees (a tax-free fringe benefit that encourages private 
sector financial support for employees and their families in the event of an employee’s illness, 
injury, or death). 

c. Deferred taxability of private retirement plans encourages saving to supplement social security 
benefits in post-employment years. . 

d. The charitable contribution deduction encourages private sector support for socially desirable 
programs. 

e. The child and dependent care tax credit encourages taxpayers to work. 


f. Educational credits and the student loan interest deduction encourage higher educational 


achievement. 


D. Equity Considerations 


ip 


to 


4. 


The equity concept (a Congressional measure of tax system “fairness”) appears in various Tax Code 
provisions. 

To alleviate the effect of multiple taxation: 

a. deductions are allowed for state and local income taxes. 

b. credits or deductions are allowed for foreign income taxes paid. 

c. corporations are allowed a deduction for certain dividends received. 

The wherewithal to pay concept allows deferral of gain recognition in specific situations where a 
taxpayer’s economic position has not significantly changed. 

The annual accounting period concept is modified in certain instances to simplify the computation of 
taxable income. 


E. Political Considerations 


L; 


Special interest legislation is an inevitable product of our political system; certain groups influence 
Congress to promote the enactment of laws providing special tax treatment for their particular business 
or interest. 

Political expediency refers to tax provisions developed in response to popular opinion at the time of 
enactment. 

State and local law also influences the Federal tax law. The Federal tax benefit that resulted from 
taxpayers living in community property states (v. common law states) forced the Congress to change 
the tax law. 


F. Influence of the Internal Revenue Service 


1: 


ak 


The IRS as protector of the revenue has been instrumental in securing passage of legislation designed to 
close tax loopholes. 

Administrative feasibility of the tax laws is aided by provisions which place taxpayers on a pay-as-you- 
go basis and impose interest and penalties on taxpayers for noncompliance. 


CHAPTER 1 — Understanding and Working with the Federal Tax Law 1-3 


G. Influence of the Courts 
1. Judicial concepts relating to tax law serve as guides in applying various tax provisions. Examples 
include the substance over form, continuity of interest, and business purpose doctrines. 
2. Congress may incorporate key court decisions into Federal tax law. 


Il. WORKING WITH THE TAX LAW—TAX SOURCES 
A. Statutory Sources of the Tax Law 
1. Origin of the Internal Revenue Code 


a. 


C. 
d. 


The Internal Revenue Code of 1939 arranged all Federal tax provisions enacted by Congress prior 
to that time in a separate part of the Federal statutes. 

The Internal Revenue Code of 1954 was a revision of the 1939 Code. 

The Internal Revenue Code of 1986 revised numerous provisions of the 1954 Code. 


‘Statutory amendments to the tax law, such as the American Recovery and Reinvestment Tax Act of 


2009 are integrated into the existing Code. 


2. The Legislative Process 


a. 


Tax legislation generally originates in the House of Representatives, pene the enactment process 
is accomplished in a step-by-step manner, normally starting in the House of Representatives, _ 
proceeding to the Senate, and then to the President for signature (see page 1-18 of your text for a 
visual representation of this process). 

Tax bills may originate in the Senate as riders to other legislation. 

When the House and Senate versions of a bill differ, the Joint Conference Committee attempts to 
resolve the differences. 


B. Administrative Sources of the Tax Law 
1. Treasury Department Regulations 


a. 
b. 


e. 


Regulations provide taxpayers with guidance on the meaning and application of the Code. 
Regulations are usually first issued in proposed form before finalization to permit comment from 
taxpayers. 

Temporary Regulations are issued when immediate guidance is critical. 

Temporary Regulations are simultaneously issued as Proposed Regulations and automatically 
expire within three years. 

Final Regulations are issued as Treasury Decisions. 


2. Revenue Rulings and Revenue Procedures 


a. 


b. 


A Revenue Ruling provides interpretation of the tax law as it applies to a particular set of 
circumstances. 
Revenue Procedures deal with the internal management practices and procedures of the IRS: 


3. Other Administrative Pronouncements 


a. 


b. 


Treasury Decisions are issued to make known Final Regulations, to change existing Regulations, 
and to announce the Government’s position on selected court decisions. 

Technical:Information Releases are issued to announce the publication of various IRS 
pronouncements. 

A letter ruling is issued, upon a taxpayer’s request, to describe how a proposed transaction will be 
treated for tax purposes. 

1. A letter ruling generally applies only to the requesting taxpayer. 

2. The issuance of letter rulings is limited to restricted, preannounced areas. 

A technical advice memorandum is issued in response to a request of IRS personnel during an audit 
and gives the IRS’s position on a specific issue. : 

A determination letter is issued at the request of a taxpayer to provide guidance concerning the tax 
laws that are applicable to a completed transaction. 


C. Judicial Sources of the Tax Law 
1. The Judicial Process 


a. 


b. 


If no satisfactory settlement has been reached with the IRS, the dispute can be taken to Federal 
court (see Figure 1.1). 

The case is first considered by a court of original jurisdiction, including: 

1. Federal District Court. 

2. U.S. Court of Federal Claims. 

3. Tax Court (including its Small Cases Division). 
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c. Any appeal is taken to the appropriate appellate court, including: 
1. Court of Appeals of appropriate jurisdiction. 
2. Court of Appeals for the Federal Circuit. 
3. Supreme Court. 

2. Judicial Decisions 

a. American law is frequently made by judicial decisions. Under the doctrine of stare decisis, each 
case has precedential value for future cases having the same controlling set of facts. 

b. The Tax Court hears only tax cases and issues two types of decisions. 
1. Regular decisions involve issues not previously resolved by the Court. 
2. Memorandum decisions involve application of already established principles of law. 

c. Ifthe IRS loses in a decision, it usually indicates agreement (acquiescence) or disagreement 
(nonacquiescence). 


WORKING WITH THE TAX LAW — LOCATING TAX SOURCES 
A. Commercial Tax Services 
1. Substantial changes in commercial tax services have occurred over the past few years. 
2. Services no longer can be classified as annotated (i.e., organized by the Internal Revenue Code) or 
topical (i.e., organized by major topics). 
3. Virtually all commercial tax services are available electronically and electronic research is the norm in 
most tax practices. 
B. Using Online Services 
1. How to use an online service differs by the service provider. 
2. Keyword searches are the norm. 
3. Some suggestions for making efficient searches include the following: 
a. Choose key words carefully, 
b. Take advantage of connectors to place parameters on the search and restrict the output, 
c. - Be selective in choosing a database, 
d. Consider using the table of contents or index. 
C. Noncommercial Online Sources 
1. The Internet provides a vast source of information. 
2. A wide variety of tax law sources are found in home pages and newsgroups. 
3. Exhibit 1.2 provides a list of potentially useful web sites. 


WORKING WITH THE TAX LAW — TAX RESEARCH 


’ A. Identify the Problem 


1. Gather all of the facts that might have a bearing on the problem. 
2. Refine the problem and determine the tax consequences of each possibility. 
B. Locate the Appropriate Tax Law Sources 
1. Various tax services provide access to tax law and provide commentary. 
2. Key words derived from the facts are used to explore tax services. 
3. Make sure your information is up to date. 
C. Assess the Validity of Tax Law Sources 
1. Assess the relevance of the tax law source in light of the facts and circumstances of the problem at 
hand. 
2. Assess the weight of the tax law source in light of the facts and circumstances of the problem at hand. 
3. Different sources have varying degrees of authority. 
D. Arrive at the Solution or at Alternative Solutions 
E. Communicate Tax Research 
1. Present a clear statement of the issue. 
Provide a short review of the factual pattern that raised the issue. 
Provide a review of the pertinent tax law sources. 
Describe any assumptions made in arriving at the solution. 
State the recommended solution and the reasoning to support it. 
List the references consulted. ; 
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Wi WORKING WITH THE TAX LAW—TAX PLANNING 


A. 
B. 


Cc 
D. 


The main purpose of effective tax planning is to reduce the taxpayer’s total tax bill. 

In tax planning, one must recognize the significance of taxes — but tax avoidance should not override sound 
business judgment. 

Components of tax planning include tax avoidance, income deferral, income shifting, gain reclassification, 
entity choice, preserving form, and consistency. 

Tax planning usually involves a proposed transaction and is based on the law in effect when the research 
was performed. Following up (e.g., to see if a law change has occurred) is imperative once a course of 
action has been chosen. 


VI. TAXATION ON THE CPA EXAMINATION 


A. 
B. 


CG 


Taxation is included as part of the 3-hour Regulation section of the exam. 

The exam includes both multiple choice questions (3 sections of 24 to 30 questions each) and small case 
studies (simulations). 

Simulations can include spreadsheet analysis and return completion problems. 
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TEST FOR SELF-EVALUATION—CHAPTER 1 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


Tear 
hg i 
faa 
eae 
js 
eee 
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a 
Taare 


1. Revenue Procedures are official IRS statements of internal management practices and procedures that either 
affect the rights or duties of taxpayers or other members of the public, or concern matters of public 
knowledge. 

2. Nonacquiescence by the Commissioner of Internal Revenue to an adverse decision in a regular Tax Court 
case means the Internal Revenue Service will NOT accept the decision and will NOT follow it in cases 
involving similar facts. 

3. A Memorandum Decision is a report of a Tax Court decision thought to be of lesser value as a precedent 
because the issue has been decided many times. 

4. An income tax case not resolved at an appeals conference can proceed to the United States Tax Court 

without the taxpayer paying the disputed tax, but generally, the United States District Court and United 

States Court of Federal Claims hear tax cases ONLY after the tax is paid and a claim for credit or refund is 

filed by the taxpayer and is rejected by the IRS or the IRS has not acted on the taxpayer’s claim within six 

months from the date of filing the claim for refund. 

All courts except the Tax Court are bound by legislative regulations. 

Proposed regulations automatically replace the temporary regulations. 

7. Revenue rulings are the published interpretations of the IRS concerning the application of tax law to a 

specific set of facts. 

The courts are not bound by interpretive Treasury Regulations. 

9. Decisions of the courts other than the Supreme Court are binding on the Commissioner of Internal Revenue 
only for the particular taxpayer and for the years litigated. 

10. Ifthe Supreme Court determines that various lower courts are deciding a tax issue in an inconsistent 

manner, it may review a decision and resolve the contradiction. 


Dn 


GS 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


i 


of 


10. 
Me 


; ; , and play 
a significant role in the development of Federal tax law. 

? , and are examples of political 
considerations. 
The courts have influenced and formulated tax law through the two techniques of and 
If the IRS loses in a Regular decision of the Tax Court, it will indicate or 


with the result reached by the Court. 
Appeal to the U.S. Supreme Court is by 
are issued at the resinest of taxpayers and provide guidance concerning the application 
of tax law to completed transactions. 
Tax reform legislation which does not change net revenues raised is 
The concept applies to situations in which a taxpayer’s economic position has not 
significantly changed; gain recognition is postponed. 
is the method whereby one determines the best solution or series.of solutions to a 
particular problem with tax ramifications. 

is the minimization of tax payments through legal means. 
The key components of tax planning include ‘ : 

e ‘ , and 
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Multiple Choice 


Choose the best answer for each of the following questions. 


1. 


Which of the following statements is correct with respect to procedures of the Small Cases Division of the 
United States Tax Court? 


a. The amount in the case must be $5,000 or less for any one tax year or period. 
b. Small Case decisions establish precedent for other Tax Court cases. 


c. Small case procedures require the taxpayer and the IRS to submit briefs presenting their positions on 
the issues (they follow the same process as regular Tax Court cases). 


d. The Tax Court decision is final and the taxpayer cannot appeal. 


With respect to trial courts, all of the following statements are correct except: 

a. There is only one Tax Court and only one Court of Federal Claims, but there are many District Courts. 

b. Each District Court has only one judge, the Court of Federal Claims and the Tax Court have multiple 
judges. 

c. The only court where a taxpayer can obtain a jury trial is the Court of Federal Claims. 

d. The Tax Court hears only tax cases; the other trial courts hear both tax and nontax cases. 


With regard to Revenue Rulings and Revenue Procedures, all of the following statements are correct except: 


a. A Revenue Ruling is a’published official interpretation of tax law by the IRS that sets forth the holding 
of the IRS as to how the tax law applies to a particular set of facts. 


b. Revenue Rulings have the force and effect of Treasury Regulations. 


A Revenue Procedure is a published official statement of practice or procedure that either affects the 
rights or duties of taxpayers or other members of the public under the Internal Revenue Code and 
related statutes and regulations or, if not necessarily affecting the rights and duties of the public, should 
be a matter of public knowledge. 


d. Revenue Procedures are directive and not mandatory so that a taxpayer has no vested right to the benefit 
of the procedures when the IRS deviates from its internal rules. 

Which of the following statements best describes the applicability of a constitutionally valid Internal 

Revenue Code (IRC) section on the various courts? 

a. Only the Supreme Court is not bound to follow the IRC section. All other courts must follow the 
legislative provision. 

b. Only the Tax Court is bound to follow the IRC section, all other courts may waiver from the legislative 
provision. 

c. Only trial courts are bound by the IRC section, the appellate courts (including the Supreme Court) may 
waiver from it. 

d. All courts are bound by the IRC section. 


All of the following statements with respect to classes of regulations are correct except: 


a. All regulations are written by the Office of the Chief Counsel, IRS, and approved by the Secretary of 
the Treasury. 


b. Public hearings are not held on temporary regulations. 
c. Although IRS employees are bound by the regulations, the courts are not. 
d. A public comment period is not provided for proposed regulations. 
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6. Which of the following is not one of the three classes of Treasury Regulations? 


a. Temporary 
b. Judicial 
c. Final 

d. Proposed 


7. Which of the following statements is false? 


a. The Tax Court will issue either a regular report or a memorandum decision depending upon the issues 
involved and the relative value of the decision being made. 


b. The Commissioner of Internal Revenue may issue a public acquiescence or nonacquiescence on District 
or Court of Federal Claims court cases. 


c. Interpretative regulations are issued under the general authority of Internal Revenue Code and 
legislative regulations are issued under the authority of the specific Internal Revenue Code section to 
which they relate. 


d. The government prints the regular and memorandum Tax Court decisions in bound volumes. 


8. Federal tax legislation generally originates in what body? 
a. The Internal Revenue Service. 
b. The Senate Finance Committee. 
c. The House Ways and Means Committee. 
d. The floor of the Senate. 
e. None of the above. 


9. With regard to Treasury Regulations, all.of the following statements are correct except: 


a... A taxpayer taking a position contrary to a finalized Regulation is required to disclose this fact in their 
tax return (by filing Form 8275). 


b. Until final regulations are issued, unexpired temporary regulations have the same force and effect of 
law as final regulations. 


c. New regulations and changes in existing regulations usually are issued in proposed form before they are 
finalized. This provides an opportunity for interested parties to comment on the Regulations. 


d. Interpretative regulations, which explain the IRS’s position on the various sections of the Code, are 
NOT accorded great weight by the courts. 


10. The concept of equity appears to explain all of the following provisions of the tax law, except: 


a. Anita has had three surgeries this year and is allowed a deduction for her paid extraordinary, 
unreimbursed, medical expenses. 


b. This year, Kerrie’s house was destroyed by fire, thereby allowing Kerrie a deduction for her 
extraordinary casualty loss. 


c. Keith has taxable income that is exactly 3 times more than Edward’s taxable income. Even though 
Keith and Edward are both single, Keith pays a tax that is more than 3 times the amount of tax that 
Edward pays. 


d. This year, John realized a gain on the sale of his house. In exchange for his house, John accepted a 
promissory note (secured by his house) for the entire purchase price. John will begin receiving principal 
and interest payments next year. John may defer any gain realized on the sale of his house until John 
begins receiving principal payments (next year). 

e. This year, Laura is allowed to deduct the interest paid to a financial institution on $300,000 of 
indebtedness (secured by her principal residence), the proceeds of which were used to acquire her 
principal residence. 
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11. Ifa taxpayer with a statutory notice of deficiency wishes his/her case heard by a court before paying the tax, 
which court would the taxpayer petition? 


a. United States Tax Court 

b. United States Court of Federal Claims 
c. United States District Court 

d. United States Court of Appeals 


12. With regard to terminology relating to court decisions, all of the following statements are correct except: 


a. Decision: the court’s formal answer to the principal issue in litigation, has legal sanction and is 
enforceable by the authority of the court. 


b. Remanded: an appellate court’s choice to return the case to a lower court for additional fact finding. 


c. Acquiescence: a comment by the Internal Revenue Service on adverse regular Tax Court decisions 
indicating that the IRS will follow the Court’s decision in cases involving similar facts. 


d. Writ of Certiorari: a petition issued by the lower appellate court to the Supreme Court to hear a case 
that is NOT subject to obligatory review by the Supreme Court. 
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SOLUTIONS TO CHAPTER 1 QUESTIONS 


True or False 


T (p. 1-21) 

T (p. 1-30) 

T (p. 1-28) 

T (p. 1-25) 

F (p. 1-41; no exceptions, truly possess the force and effect of law) 

F (p. 1-21; temporary regulations are simultaneously issued as proposed regulations) 
F (p. 1-21; interpretive holdings) 

T (p. 1-40) 

T (p. 1-23) 

T (p. 1-27) 


Se) Sedge) Sao Weg SoS) 


— 


Fill in the Blanks 


Economic, social, equity, political factors (p. 1—2) 

Special interest legislation, political expediency, and state and local influences (p. 1-10) 
Formulating judicial concepts, making key decisions (p. 1-14) 

Acquiescence, nonacquiescence (p. 1-30) 

Writ of certiorari (p. 1-27) 

Determination Letters (p. 1-23) 

Revenue neutral (p. 1-3) 

Wherewithal to pay (p. 1-7) 

Tax research (p. 1-35) 

Tax avoidance (p. 1-45) 

Tax avoidance, income deferral, income shifting, gain reclassification, entity choice, preserving form, and 
consistency 


ee ee 


— jp 


Multiple Choice 


iv d(p. 1-23) The U.S. Tax Court also has the Small Cases Division. The subject matter jurisdiction of the Small 
Claims Division covers deficiencies (including penalties) and overpayments of not more than $50,000. A 
taxpayer must have approval from the Tax Court to be heard by the Small Cases Division. These cases set no 
precedent for other courts. The hearing is informal and does not require the preparation of briefs. Any decision is 
final and cannot be appealed. 


2. c (p. 1-25; jury trials are only available in a District Court) 

3. b (p. 1-21; Revenue Rulings do not have the same force and effect as Regulations; they deal with more 
restrictive problems) 

4. d(p. 1-22) All Federal courts (and Federal administrative agencies) are bound to Federal tax law, unless the law 
is unconstitutional. The courts interpret and apply the Federal tax law. 

3 d(p. 1-21) Treasury Regulations are first published in the Federal Register as proposed regulations to allow the 


opportunity for public comment. Proposed regulations are issued at least 30 days before final regulations are 
issued. These regulations do not have the force and effect of law and they expire after 3 years. 


6. b (p. 1-21; the three classes of Treasury Regulations are temporary, proposed, and final) 

(e d(p. 1-29; the government does not print Memorandum decisions, although a number of tax research services 
provide these decisions in printed form. Memorandum decisions are available on the U.S. Tax Court web site) 

8. b (p. 1-17; generally, tax legislation originates in the House and is first considered in the House Ways and 
Means Committee) 

9, d(p. 1-21, 41; an interpretive regulation generally has the force and effect of law, unless it is found to be 


inconsistent with the statute for which it is written) 


s LC 
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10. e (p. 1-5) The deductibility of residence interest can better be explained as a social or economic policy (not 
. equity). Congress believes that home ownership is a positive societal virtue, so subsidizing home ownership is a 

public policy goal. The other options each represent a provision whose enactment arose out of an equity concern 
of either (1) a taxpayer’s ability to pay or (2) a taxpayer’s wherewithal to pay. 

Le a(p. 1-25; The U.S. Tax Court) 

vs d (p. 1-27; order issued by the Supreme Court) A taxpayer does not have an automatic right to have the Supreme 
Court hear their case. Instead, the taxpayer must request that the Supreme Court issue a Writ of Certiorari. The 
writ is a demand by the Supreme Court to a lower court for the lower court to send the case up to the Supreme 
Court. 


© 2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 


‘ 


sidelbialy ott (* 


pee ayes a ogy ora AW hi 


al ade Wo as acer 2) ote, ate i DEEP Rony Wen Sea 


Soret 


CHAPTER 2 


Corporations: Introduction 
and Operating Rules 


LEARNING OBJECTIVES 


After completing Chapter 2, you should be able to: 


EO 


Summarize the tax treatment of various forms of conducting a business. 
Compare the taxation of individuals and corporations. 

Discuss the tax rules unique to corporations. 

Compute the corporate income tax. 

Explain the rules unique to computing the tax of related corporations. 
Describe the reporting process for corporations. 

Evaluate the corporation as a form of business organization. 


KEY TERMS 


C corporation Limited partnership Regular corporation 
Check-the-box Regulations Organizational expenditure Related corporations 
Dividends received deduction Passive loss S corporation 
Domestic production activities Personal service corporation (PSC) Schedule M--1 
deduction Qualified production income Schedule M-3 


Limited liability company (LLC) 


OUTLINE 


if TAX TREATMENT OF VARIOUS BUSINESS FORMS 
A. A sole proprietorship reports all business activity on the individual owner’s Schedule C (Form 1040). 


B. 


C. 


A partnership reports all of the partnership’s business activity on Form 1065 and each partner’s distributive 
share on Schedule K—1; this information is then transferred to and included in each partner’s tax return (for 
an individual partner, a Form 1040). 

S corporations are similar to partnerships; each S corporation reports its activities on Form 1120S and K—1’s 

are issued to each shareholder; and each individual shareholder incorporates the K—1 information on his/her 

Form 1040. 

Regular corporations report all business activity on Form 1120. These corporations are taxable entities 

separate and distinct from their owners (shareholders). 

1. The Congress reduced the impact of double taxation of corporate profits by reducing the tax rate on 
dividends received by individual taxpayers to 15 percent (0 percent for low income taxpayers in the 
bottom two tax brackets). This preferential rate is set to expire for years after 2010. 

Limited liability companies (LLCs) may be taxed as partnerships, regular corporations, or sole 

proprietorships. 

Check-the-box entity regulations permit a business entity to choose its tax status regardless of its corporate 

or noncorporate characteristics. 


IL. AN INTRODUCTION TO THE INCOME TAXATION OF CORPORATIONS 
A. Overview 


1. The gross income of a corporation, including gains and losses from property transactions, is determined 
in much the same manner as it is for individuals. 
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2. Business deductions of corporations parallel those of individuals; deductions are allowed for all 
ordinary and necessary expenses paid or incurred in carrying on a business. 
3. Corporations are subject to a different tax rate structure than individuals. 

B. Specific Provisions 
1. Accounting periods and methods 

a. Regular corporations may choose a calendar or fiscal tax year. 

b. A personal service corporation (PSC) must generally use a calendar year. A corporation is a PSC if 
owner-employees substantially perform services in the fields of health, law, engineering, 
architecture, accounting, actuarial science, performing arts, or consulting. PSCs may elect a fiscal 
year if certain requirements are met. 

Generally, a regular corporation must use the accrual method of accounting. 

d. The cash method may be used by: 

1. corporations engaged in the trade or business of farming and timber. 

2. corporations having average annual gross receipts of $5 million or less for the most recent 

three-year period. 

3. qualified PSCs. 

4. S corporations. 

5. qualified service providers with average annual gross receipts of $10 million or less. 

2. Capital gains and losses 
a. Net capital gain is fully included in a corporation’s taxable income. 

b. Capital losses can offset only capital gains. 
c. Net capital losses may be carried back 3 years and forward 5 years. 
d. When carried back or forward, all capital losses are treated as short-term. 

3. Recapture of Depreciation 
a. In general, the §1245 and §1250 recapture rules apply to both individual and corporate taxpayers. 
b. Corporations disposing of §1250 property also must consider §291 recapture. 

c. Under §291, a corporation will have additional ordinary income equal to 20 percent of the excess of 
the amount of depreciation recapture that would arise if the property was §1245 property over the 

amount of depreciation recapture computed under §1250 (without regard to §291). 

4. Passive losses 
a. Closely held C corporations may offset passive losses against active income, but not against 

portfolio income. 

b. A corporation is closely held if more than 50% of the value of the corporation’s outstanding stock 
is held by 5 or fewer individuals at any time during the tax year. 
c. PSCs cannot offset passive losses against either active income or portfolio income. 

5. Charitable contributions 
a. A contribution deduction is allowed if the recipient is a qualified charitable organization. Special 

rules apply to accrual basis corporations and property contributions. 

b. An accrual basis corporation may claim the deduction in the year preceding payment if: 

1. the contribution has been authorized by the end of that year and 

2. the payment is made on or before the 15th day of the 3rd month of the next year. 

c. Property contributions 

1. The deduction for long-term capital gain property donated is, generally, fair market value. 

2. The deduction for ordinary income property donated is, generally, limited to its basis (FMV- 

ordinary income potential). 

3. The flowchart following this chapter outline reviews exceptions for property contributions. 

d. A corporate taxpayer’s charitable contribution deduction for any one year is limited to 10% of 
modified taxable income. Modified taxable income is taxable income computed without regard to 
the charitable contribution deduction, any net operating loss carryback, any net capital loss 
carryback, and the dividends received deduction. 

6. A domestic production activities deduction is available for businesses. For 2010 and later years, the 
deduction is 9 percent of the lower of (1) qualified production income or (2) taxable income. The 9 
percent rate was 6 percent in 2009. 

7. Net operating losses may be carried back 2 years and forward 20 years to offset taxable income. The 
Worker, Homeownership, and Business Assistance Act of 2009 provides for a three-, four-, or five-year 
carryback of NOLs if the taxpayer has average annual gross receipts of $15 million or less over the _ 
three-year period ending with the NOL year and the NOL involved occurs in a 2008 or 2009 tax year. 


oe 


_ ©2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in C 


CHAPTER2 — Corporations: Introduction, Operating Rules, and Related Corporations 2-3 


8. Deductions available only to corporations 
a. The dividends received deduction mitigates multiple taxation of corporate income. 

1. A corporation may deduct 70, 80, or 100% of the amount of dividends received from domestic 
corporations, 

2. The percentage of ownership in the payor corporation determines the deductible percentage. 

3. This deduction may be limited by the corporation’s adjusted taxable income. 

b. Organizational expenditures 

1. A corporation may elect to amortize organizational expenditures over a period of 180 months 
beginning with the month the corporation begins business. 

2. Amortizable expenses include: 

a. legal services incident to organization. 

b. necessary accounting services. 

c. expenses of temporary directors. 

d. expenses of organizational meetings of directors or shareholders. 
e. fees paid to the state of incorporation. 

3. Aspecial exception allows the corporation to immediately expense the first $5,000 of 
organizational costs, subject to a phase-out on a dollar-for-dollar basis when these expenses 
exceed $50,000. 

4. The expenditures must be incurred before the end of the taxable year in which the corporation 
begins business. 


Ill. DETERMINING THE CORPORATE INCOME TAX LIABILITY 


A. 


UO 


Corporate Income Tax Rates: 


If Taxable Income Is: 


Over— But Not Over— The Tax Is: 
$-0- $50,000 15% of taxable income 

$50,000 $75,000 $7,500 + 25% of the amount over $50,000 

$75,000 $100,000 $13,750 + 34% of the amount over $75,000 

$100,000 $335,000 $22,250 + 39% of the amount over $100,000 

$335,000 $10,000,000 $113,900 + 34% of the amount over $335,000 
$10,000,000 $15,000,000 $3,400,000 + 35% of the amount over $10,000,000 
$15,000,000 $18,333,333 $5,150,000 + 38% of the amount over $15,000,000 
$18,333,333 _ 35% of taxable income 


PSCs are taxed at a flat 35% rate on all taxable income. 
Corporations are subject to the alternative minimum tax. 
Certain related corporations (controlled groups of corporations) are subject to special rules for computing 
the income tax, the alternative minimum tax, and certain other provisions. 
1. Controlled corporate groups include: 
a. Parent-subsidiary groups (one or more chains of corporations connected through stock ownership 
with a common parent corporation). 
. Brother-sister groups (multiple corporations owned by five or fewer persons). 
c. Combined groups (a combination of parent-subsidiary corporations and brother-sister 
corporations). 
2. Various 80% and 50% tests are applied to see if a controlled group exists. 
3. Ifacontrolled group of corporations exists, taxable income is limited in the tax brackets below 35% to 
the amount the corporations in the group would have if they were one corporation. 


IV. PROCEDURAL MATTERS 


A. 


VOB 


A corporation, whether or not it has taxable income, must file its return by the 15th day of the 3rd month 
after the close of its tax year... 

Corporations with assets of $10 million or more are generally required to file returns electronically. 

An automatic extension of six months for filing the corporate return may be requested on Form 7004. 
Estimated tax payments are required of corporations expecting a tax liability of $500 or more. 
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E. Schedule M-—I on page 4 of Form 1120 is used to reconcile financial accounting net income to taxable ve 
income. A Schedule M-3, which requires far greater detail to be provided, is required for corporations w 
total assets of $10 million or more. 


WWE TAX PLANNING CONSIDERATIONS 
A.° Tax planning to reduce corporate income taxes should occur before year end. 
B. Particular attention should be focused on: 

charitable contributions. 

timing capital gains and losses. 

net operating losses. 

dividends received deductions. 

organizational expenditures. 

shareholder-employee payment of corporate expense. 


Oe eS 
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Section 234—Dividends Received Deductions 


Purpose: To minimize multiple taxation 
on corporate earnings 


Was the dividend received from a 
domestic corporation? 


Deduction NOT allowed § 245 


Is ownership of payor 
less than 20%? 


Is ownership of payor 20% 
or more and less than 80%? 


Is ownership of payor 
80% or more? 


Compute deduction Compute deduction Payor is a member of an 
at 70% at 80% affiliated group with recipient 


Compute: Deduction is 100% of the 
Taxable income of the corporation without regard to dividend received 
net operating loss, dividends received deduction, and 

any capital loss carryback to the current year. 


Does taxable income minus the deduction percentage 
times the dividend received equal a loss? 


Is modified taxable income greater 
than dividend received? 


Deduction is % of 
dividend received 


Deduction is limited to % 
of modified taxable income 
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Section 170—Charitable Contributions 


Is recipient a qualified charitable organization 
within the meaning of § 170? 


Is the contributor an accrual 
basis corporation? 


Deduction may be claimed in the year prior to payment 
if the contribution has been authorized by the board of 
directors by the end of that year, and is paid on or before 
the 15th day of the third month of the next year. 


Deduction = Adjusted Basis of the 
Property subject to entity limitations 
Is the deduction greater than 
(10% X modified taxable income)? 


Use deduction as 
computed above. 


Deduction is limited to (10% X modified taxable income). 
Excess may be carried forward to the five succeeding 

tax years. Any carry forward must be added to 
subsequent contributions and will be subject to the 

10% limit. In applying the limit, current year’s 
contributions must be deducted first, with excess 
deductions from past years deducted in order of time. 


No deduction allowed for corporate 
or noncorporate taxpayers. 


Deduction is only allowed in the year 
in which the payment is made. 


Is "ordinary income property” that 
has appreciated in value being donated 
(i.e. property that would not yield 
long term capital gain)? 


Is the distributor a corporate taxpayer? 


YES 


Is the property used in a manner 
related to the exempt purpose of the 
donee and used solely for the care of 
the ill, needy, or infants, or is it used 
for research purposes under specified 
conditions? 


Deduction = Adjusted basis plus half 
of the appreciation on the property 


NO 
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The general rule applies: 
Deduction = FMV of 
property on date of 
donation. 


Is appreciated long term 


capital gain property 
being donated? 


Is 
(1) Tangible personal 

property (use unrelated 
to tax exempt status of Deduction = 


donee) FMV of property 
Or on distribution date 
(2) Long term capital 
gain property toa 
private foundation being 
donated? 


YES 
(either of the above is true) 


Is the deduction 
greater than (10% Xx 
modified taxable income)? 


Use deduction as 
computed above. 


Deduction = adjusted 
basis of the property 


Deduction is limited to (10% X modified taxable income). Excess 
may be carried forward to the five succeeding tax years. Any carry 
forward must be added to subsequent contributions and will be 
subject to the 10% limit. In applying the limit, current year's 
contributions must be deducted first, with excess deductions from 
past years deducted in order of time. 


‘ 
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TEST FOR SELF-EVALUATION—CHAPTER 2 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


T FF 1. A professional service organization must be both organized and operated as a corporation to be necessarily 
classified as a corporation under the check-the-box entity regulations. 


T F- 2. In2010, CDS, a regular corporation, has a net short-term capital gain of $3,000 and a net long-term capital 
loss of $9,000. The short-term gain offsets some of the long-term loss, leaving a net capital loss of $6,000. 
CDS treats this $6,000 as a short-term loss when carried back or forward. 


T F 3. A corporation will receive an automatic 6-month extension of time for filing its return by submitting an 
application for extension on Form 7004. The IRS can terminate this extension at any time by mailing a 
notice of termination to the corporation. 


T F_ 4. Corporation Y, a calendar year corporation, incurred qualifying organizational expenses of $7,000, and 
started business on January 1, 2010. Corporation Y may elect to deduct the organizational expenses in full in 
2010 or treat them as deferred expenses and amortize them over a period of no less than 180 months. 


T F 5. Advertising expenses for the opening of a business of a corporation that has not yet begun its business 
operations must be considered a start-up expense. 


T F 6. In2010, Rock Corporation incurred a net operating loss and elected to forgo the carryback period. Rock 
incurred another net operating loss in 2011. Since Rock elected to forgo the carryback period for 2010, it 
cannot carry the 2011 net operating loss back to 2009. 


T F_ 7. Corporation W, a calendar year corporation, incurred organizational expenses of $1,000 and started business 
on January 1, 2010. It filed its return on March 20, 2011, without an extension. Corporation W can 
automatically deduct its organizational expenses in 2010. 


T F 8. Generally, the total deduction for dividends received is limited to 70% (or 80%) of the modified taxable 
income of a corporation. In figuring this limitation, modified taxable income is determined without regard to 
any capital loss carryback to the tax year. 


T F 9. During 2010, a corporation set up a contingent liability on its books to take into account a customer’s claim. 
The claim was not settled in 2010. The contingent liability is not deductible in determining the corporation’s 
2010 taxable income but it does reduce unappropriated retained earnings and is shown as an adjustment on 
Schedule M—2 of Form 1120. 


T F 10. The component members of a controlled group of corporations are generally limited to one apportionable 
$50,000 amount and one $25,000 amount (in that order) in each taxable income bracket below 34%. Unless 
the component members of the controlled group agree to a different allocation, the $50,000 and $25,000 (in 
that order) amount is to be divided equally among all members. . 


‘TF 11. Ifacorporation’s capital losses from two or more years are carried to the same year, the loss from the 
earliest year is deducted first. When that loss is completely used up, the loss from the next earliest year is 
deducted, and so on. 
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Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


lie 


2 


Corporations are to include the amount of net long-term capital gain in 


Corporations may carryback capital losses to the preceding years. 


Generally charitable contributions of long-term capital gain property are measured at their 
on the date of their donation. 


The charitable deduction for “ordinary income property” that has appreciated in value is generally limited to 
the of the property. 


In 2010, a corporate net operating loss may be carried back years and forward 
years. 


A corporation is required to file its tax return on or before the 15th day of the month 
following the close of its fiscal year. 


A group of corporations form a if each corporation is a member of either a parent- 
subsidiary controlled group or a brother-sister controlled group, at least one of the corporations is 
a of a parent-subsidiary controlled group and the parent corporation is also a member of a 


Multiple Choice 


Choose the best answer for each of the following questions. 


1. All of the following are considered characteristics of a regular corporation except: 
a. Continuity of life. 
b. Free transferability of corporate ownership interests. 
c. Limited liability of shareholders for corporate debts. 
d. A limited number of shareholders. 
2. Rabid Corporation uses a fiscal year ending November 30 and receives an automatic extension of time for 


filing its tax return for the fiscal year ending November 30, 2010. Including the extension, what is the due 
date for filing Rabid’s tax return (not considering weekends and holidays)? 


a. ‘February 15, 2011 
b. June 30, 2011 

Ce egury is, 201 

d.* August 15, 2011 


3. The dividends received deduction: 
a. May be claimed by S corporations. 
b. Must exceed the applicable percentage of the recipient shareholder’s taxable income. 


c. Is affected by a requirement that the investor corporation must own the investee’s stock for a specified 
minimum holding period. 


d. Is unaffected by the percentage of the investee’s stock owned by the investor corporation. 
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Which of the following statements concerning the charitable contribution deduction by a 
corporation is CORRECT? 


a. A corporation cannot deduct contributions that exceed 10% of its modified taxable income. 
b. A corporation can only deduct contributions to charitable organizations if they are made in cash. 


c. A corporation utilizing the accrual basis of accounting must have made the charitable donation by the 
close of its tax year. 


d. A corporation is not permitted to carry over any charitable contributions that were not deducted in the 
current year. : 

With regard to the treatment of capital losses by corporations, other than S corporations, which of the 

following statements is correct? 


a. When acorporation carries a long-term net loss to another tax year, the character is automatically 
changed to short-term loss. 


b. Assuming no capital gains to offset the corporation’s capital losses, the maximum deduction is $3,000. 
c. A net capital loss may be carried back 3 years and carried forward for up to 15 years. 
d. None of the above. 


With regard to a controlled corporate group, all of the following statements are correct except: _ 


a. Controlled groups are allowed one exemption of up to $40,000 for alternative minimum tax purposes. 

b. The controlled group is allowed only one set of graduated income tax brackets. 

c. The controlled group is allowed a $250,000 accumulated earnings credit for each member. 

d. The tax benefits of the graduated rate schedule are to be allocated equally among the members of the 
group unless they all consent to a different apportionment. 


The amount required to be paid in estimated tax installments by a corporation is the lesser of 100 percent of 
the tax shown on its return for the preceding 12 month tax year (if some tax was reflected), or what 
percentage of the tax shown on its return for the current year (determined on the basis of actual income or ' 
annualized income)? 


a. 100 percent 

b. 97 percent 

c. 95 percent 

d. 90 percent 

Crock Corporation has a fiscal year beginning September | and ending August 31. Crock’s estimated tax for 


the fiscal year beginning September 1, 2010 is $10,000. The first installment of Crock Corporation’s 
estimated tax would be due by: 


a. December 1, 2010 
b. December 15, 2010 
c. January 1, 2011 

d. January 18, 2011 
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9. Vagabond Corporation was organized and began active business on January 2, 2010. Vagabond incurred the 
following expenses in connection with creating the business. 


State incorporation fee $ 2,000 
Legal fees for drafting the charter 6,000 
Printing costs for stock certificates 1,500 
Professional fees for issuance of stock 4,000 
Broker’s commission on sale of stock 7,000 
Expense for temporary directors 5,000 

Total $ 25,000 


What is the maximum amount of organizational expense that Vagabond Corporation may deduct on its 2010 
income tax return? 


a. $1,667 
1 Mh So ee | 
624590333 
d. $25,000 


10. Kappa Corporation owns 20% interest in Sigma Corporation, a domestic corporation. For 2010, Kappa had 
gross receipts of $390,000, operating expenses of $400,000, and dividend income of $120,000 from Sigma 
Corporation. The dividends were NOT from debt-financed portfolio stock. What is the amount of Kappa 
Corporation’s dividends received deduction for 2010? 


a. $96,000 
b. $88,000 
c. $84,000 
d. $24,000 


11. During 2010, Highlander Corporation had the following income and expenses: 


Gross receipts $700,000 
Salaries 300,000 
Contributions to qualified charitable organizations 60,000 
Capital gains 7,000 
Depreciation expense 28,000 
Dividend income 60,000 
Dividends received deduction 42,000 


What is the amount of Highlander Corporation’s charitable contribution deduction for 2010? 


a. $33,400 
b. $43,900 
c. $46,900 
d. $60,000 


12. During 2010, Glitz, a C corporation, realized a long-term capital gain of $5,000 from the sale of a tract of 
land, a long-term capital gain of $10,000 from the sale of stock of Meg Corporation, and a long-term capital 
loss of $23,000 from the sale of U. S. Government securities. What amount of the long-term capital loss 
may Glitz deduct on its 2010 income tax return? 


a. $8,000 

b. $15,000 
c. $18,000 
d. $23,000 
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For the tax year ended December 31, 2010, Muncie Corporation had gross income of $300,000 and 
operating expenses of $450,000. Contributions of $2,500 were included in the expenses; Muncie had a net 
operating loss carryover of $8,000. What is the amount of Muncie Corporation’s net operating loss for 
2010? 


a. $156,500 
b. $152,500 
c. $150,000 
d. $147,500 


For the calendar year 2010, Cincy Cooperation had operating income of $80,000, exclusive of the following 
capital gains and losses: 


Long-term capital gain $14,000 
Short-term capital gain 6,000 
Long-term capital loss ( 2,000) : 
Short-term capital loss ( 8,000) 
What is Cincy’s income tax liability for 2010? 
a. $22,250 
b. $18,850 
c. $18,250 
d. $15,450 


For tax year 2010, Bosse Corporation’s books and records reflect the following: 


Net income per books $76,000 
Tax-exempt interest 4,000 
Excess contributions 2,000 
Meal in excess of 50% limitation 8,000 
Accrued federal income taxes 18,000 


What is the amount of Bosse’s taxable income as it would be shown on Schedule M-—1 of its corporate 
income tax return? 


a. $92,000 
b. $100,000 
c. $104,000 
d 


$108,000 


- 
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SOLUTIONS TO CHAPTER 2 QUESTIONS 


True or False 


l. 
2 


3: 
4. 


2. 
6. 
af 
8. 
Sh 
10. 


1. 


T (p. 2=10; must be organized and operated as a corporation) 

T (p. 2-14; the $6,000 net capital loss is treated as a short-term capital loss and may be carried back 3 years and 
forward 5 years to offset any capital gains in those years) 

T (p. 2-27; extension is automatic; IRS may terminate via a 10-day notice) 

F (p. 2-19; under §248, only $5,000 is deductible — the balance may be amortized over 180 months or 
capitalized) 

T (p. 2-19; under §195, not deductible — may be amortized over 180 months or capitalized) 

F (p. 2-17; the election is made on a year-by-year basis) 

F (p. 2-19; the return was filed after the March 15, 2011 due date and an extension had not been requested. The 
election is not valid and the expenses must be capitalized) 

T (p. 2-18; modified taxable income is computed without regard to a NOL deduction, the dividends—received 
deduction, and a capital loss carryback) 

T (p. 2-28; under GAAP, a contingent liability may require an appropriation of retained earnings (and so may 
result in Schedule M—2 adjustment). Under tax law, a contingent liability is deductible only when paid) 

T (p. 2-22; the $50,000 (or $25,000) aggregate amount is allocated equally across all members of the controlled 
group, unless otherwise agreed) 

T (p. 2-14; if multiple net capital losses are either carried back (or forward), net capital losses of earlier years are 
first used to offset a net capital gain of a carryback (forward) year) 


Fill in the Blanks 


1. 


NAW 


ordinary income (p. 2—14; a corporate net capital gain is treated as ordinary income and is not preferentially 
treated) 

three (p. 2—14; a net capital loss may be carried back 3 years and forward 5 years to offset any net capital gain in 
those carryback (forward) years) 

fair market value (p. 2—15; the contribution of capital gain property results in a fair market value deduction 
unless it is tangible personal property that is not expected to be used by the charitable organization within the 
scope of its charitable purpose) 

adjusted basis (p. 2—15) 

two; twenty (p. 2-17) 

third (p. 2-27) 

combined group; parent; brother-sister controlled group (p. 2—26) 


Multiple Choice 


Li 
em 


=f 


4. 


a 


d (p. 2-4; there is no limit on the number of shareholders in a regular corporation) 

d (p. 2-27; filing Form 7004 by the initial due date provides an automatic 6-month extension. The fifteenth day 
of the third month (February 15, 2011) plus 6 months means the return is due on August 15, 2011) 

c (p. 2-18; to qualify for the dividends-received deduction, an investor corporation must hold stock for a 
minimum period (at least 46 days) before or after the ex-dividend date) 

a (p. 2-15; noncash property contributions are allowed; accrual basis corporations may accrue (and deduct) 
contributions as long as they are paid on or before the fifteenth day of the third month after year end; a carryover 
is allowed for the next five tax years) 

a (p. 2-14; corporations may not deduct a net capital loss; a corporation may carryback a net capital loss 3 years 
and carryforward the loss 5 years) 

c (p. 2-22; a single $250,000 accumulated earnings credit must be allocated across all members) 

a (p. 2-27; the required payment of estimated tax is the lesser of (a) 100% of the tax for the preceding year or (2) 
100% of the tax shown on the return for the current year) 
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b (p. 2-27; the first estimated tax installment is due on or before the fifteenth day of fourth month after year end 
(December 15, 2010)) 

b (p. 2-20; (organizational expenses do not include stock issuance expenses; therefore, qualified organizational 
expenses are $13,000 ($2,000 + $6,000 + $5,000); the first $5,000 of these expenses may be expensed and the 
balance ($8,000) are amortized over 180 months; so the maximum deduction is $5,000 + [($8,000/180) x 12]) 

b (p. 2-18; the DRD is the lesser of 80% of the dividends or 80% of modified taxable income; modified taxable 
income is $110,000 ($390,000 + $120,000 — $400,000); the DRD is the lesser of $96,000 (80% of $120,000) or 
$88,000 (80% of $110,000)) 

b (p. 2-17; the charitable contribution deduction is limited to 10% of modified taxable income; modified taxable 
income is taxable income before any charitable contribution and the dividends-received deduction; ($700,000 

+ $7,000 + $60,000 — $300,000 — $28,000) x 10%) ; 

b (p. 2-13; $15,000 of the $23,000 long-term capital loss is used to offset the $15,000 net long-term capital gain; 
the remaining $8,000 net capital loss may not be deducted, but may be carried back 3 years and forward 5 years) 
d (p. 2-17; NOL is $147,500 ($300,000 — $450,000 + $2,500)) 

b (p. 2-21; Cincy’s net capital gain of $10,000 [($6,000 — $8,000) + ($14,000 — $2,000)] is treated as ordinary 
income. Cincy’s taxable income is $90,000 ($80,000 + $10,000) and the corporate income tax on its taxable 
income of $90,000 is $18,850 [$13,750 + (34% x $15,000)]) 

b (p. 2-28; $76,000 — $4,000 + $2,000 + $8,000 + $18,000) 


CHAPTER 3 


Corporations: Special Situations 


LEARNING OBJECTIVES 


After completing Chapter 3, you should be able to: 

Understand the reasons for the domestic production activities deduction (DPAD). 

Identify the components of the domestic production activities deduction (DPAD). 

Recognize and work with the different types of domestic production gross receipts (DPGR). 

Make the necessary adjustments to DPGR to arrive at qualified production activities income (QPAI). 
Cope with the collateral problems associated with the domestic production activities deduction (DPAD). 
Explain the reason for the alternative minimum tax. 

Calculate the alternative minimum tax applicable to corporations. 

Understand the function of the adjusted current earnings (ACE). 

Evaluate the current status of the penalty taxes on corporate accumulations. 

Understand the accumulated earnings tax. 

Understand the personal holding company tax. 


=H S0OMIDARWN— 


— 


KEY TERMS 


Accumulated earnings credit Domestic production activities Qualified production activities 
Accumulated earnings tax deduction (DPAD) income (QPAT) 
Adjusted current earnings (ACE) Domestic production gross Reasonable needs of a business 
Alternative minimum tax (AMT) receipts (DPGR) Tax preference items 
Alternative minimum taxable Expanded affiliated group (EAG) —_ Undistributed personal holding 
income (AMTI) Minimum tax credit company income (PHCI) 
Personal holding company tax W-2 wages 


OUTLINE 


I. DOMESTIC PRODUCTION ACTIVITIES DEDUCTION 
A. The domestic production activities deduction (DPAD) applies to all U.S. manufacturers. 
B. The DPAD is 9 percent of the lower of (1) qualified production activities income (QPAI) or (2) taxable 
income. The 9 percent rate was 6 percent from 2007 to 2009. 
1. The DPAD is further limited by 50% of an employer’s W-2 wages. 
2. Form 8903 is used to claim the deduction. 
C. QPAI is determined as follows: 
Domestic production gross receipts (DPGR) 
Less: Cost of goods sold 
Less: Other deductions related to DPGR (direct costs) 
Less: _Ratable portion of deductions not directly allocable to DPGR (indirect costs) 
D. Domestic Production Gross Receipts 
1. Five specific categories of activities qualify for the DPAD: 
a. Lease, rental, license, sale, exchange or other disposition of qualified production property (QPP) 
that was manufactured, produced, grown, or extracted in the U.S. 
Qualified films largely created in the U.S. 
Production of electricity, natural gas, or portable water. 
Construction (but not self-construction) performed in the U.S. 
e. Engineering and architectural services for domestic construction. 
2. QPP includes tangible personal property (e.g., cars, books, food, clothing, equipment), computer 
software, and sound recordings. 


G12" 
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3. A qualified film includes any motion picture film, videotape, or live television programming if not less 
than 50% of the compensation is related to services performed in the U.S. 
4. An overall de minimis safe harbor test allows certain taxpayers to avoid the deduction allocation rule (if 
non-DPGR and less than 5 percent of total gross receipts). — 
5. Ifless than 5 percent of total gross receipts are DPGR, the taxpayer may ignore §199. 
E. Adjustments in Arriving at QPAI 
1. Cost of Goods Sold: The taxpayer must be able to identify the portion of overall cost of goods sold that 
relates to DPGR. 
2. Other direct costs would include marketing and selling expenses. 
3. Allocable indirect costs would include general and administrative expenses. 
F. DPGR does not include the sale of food and beverages prepared by.a taxpayer at a retail establishment (e.g., 
a restaurant). 
II. ALTERNATIVE MINIMUM TAX 


A. C corporations are subject to an alternative minimum tax (AMT). 


hy 
2. 


Qualified ‘small corporations’ are exempt from the AMT. 

A corporation initially qualifies as a ‘small corporation’ if it has average gross receipts of $5 million or 

less, in the preceding 3 years. 

a. Ifthe corporation did not exist for three years, this gross receipts test is applied on the basis of the 
period during which it did exist. 

A corporation that passes the $5 million average gross receipts test will continue to qualify as a small 

corporation as long as average gross receipts for three years preceding the tax year do not exceed $7.5 

million. 


B. AMT calculation: 


Regular Taxable Income Before NOL Deduction 
+ Adjustments 
+ Preferences 
= Unadjusted alternative minimum taxable income (AMTI) 
+ ACE adjustment 
= AMTI before AMT NOL deduction 
- AMT NOL deduction (limited to 90%) 
= AMTI 
- Exemption 
= Tentative minimum tax base 
x 20% rate 
= Tentative minimum tax 


C. AMT Adjustments 


i; 


ne ae 


Depreciation of property placed in service after 1986 and before 1999: 

a. real property—the excess of regular tax depreciation over straight-line, 40- -year life, mid-month 
convention. 

b. personal property—the excess of accelerated depreciation over the amount determined using 150% 
DB, ADS class life, same convention as for regular tax. 

Depreciation of property placed in service after 1998—the depreciation adjustment for real estate is 

eliminated and the adjustment for personal property is applied to the difference between DDB and 

150% DB over the property’s MACRS recovery period. 

Adjusted gain or loss—the difference between AMT and regular tax gain or loss on asset dispositions. 

Passive activities losses of certain closely held and personal service corporations. 

Amortization of mining and exploration costs—the difference between the costs incurred and what 

would have resulted if the costs were capitalized and amortized over 10 years. 

Long-term contracts for AMT purposes are determined under the percentage of completion method oe 

contracts entered into after March 1, 1986. 

Amortization claimed on certified pollution control facilities. 

The installment sales method is not allowed for AMT purposes (as a result, an adjustment will ie for 

the difference between the installment method and total gain). 

A portion of the difference between adjusted current earnings (ACE) and unadjusted AMTI. 
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AMT Preferences’ 
1. Accelerated depreciation on real property in excess of straight line for property placed in service before 1987. 
2. Tax-exempt interest from specified private activity bonds. 
3. Percentage depletion claimed in excess of the adjusted basis of property. 
Adjusted Current Earnings (ACE) 
1. ACE is a separate tax computation that requires adjustments to ‘unadjusted AMTI.’ 
a. The ACE adjustment (which can be positive or negative) is 75% of the difference between 
‘unadjusted AMTI’ and ACE. 
2. ACE depreciation must be computed for property placed in service prior to 1994. 
3. Inclusion in ACE of items included in E&P, net of related expenses, include: 
a. tax-exempt interest income. 
b. death benefits from life insurance contracts. 
c. tax benefit exclusions. 
4. Disallowance of items not deductible from E&P (70% dividends received deduction from a less than 
20% owned corporation). 
5. Other adjustments based on rules for determining E&P include: 
intangible drilling costs. 
- circulation expenditures. 
amortization of organizational expenditures. 
LIFO inventory adjustments. 
e. installment sales. 
Exemption 
1. Generally the AMT is 20% of AMTI that exceeds the exemption amount ($40,000). 
2. The exemption amount is reduced by 25% of AMTI in excess of $150,000. 
Minimum Tax Credit 
1. AMT paid in one tax year may be carried forward indefinitely and used as a credit against the 
corporation’s future regular tax liability that exceeds its tentative minimum tax. 
2. The minimum tax credit may not be carried back and may not be offset against any future minimum tax 
liability. 


ao Tf 


Ill. PENALTY TAXES ON CORPORATE ACCUMULATIONS 


A. 


When dividends were taxed at ordinary rates, closely-held corporations often avoided corporate distributions. 

1. These accumulations would cause appreciation in the stock. 

2. Ifthe stock were sold, any gain would be taxed at a reduced tax rate. 

Congress responded to this by enacting two penalty taxes: 

1. The accumulated earnings tax (§531), and 

2. The personal holding company tax (§541). 

The Accumulated Earnings Tax 

1. The AET is in addition to the regular corporate tax and the alternative minimum tax. 

2. Itis 15% (before 2011) of accumulated taxable income (the current year’s addition to the corporate 
accumulated earnings balance not needed for a reasonable business purpose). Absent Congressional 
intervention, the rate will increase to the top marginal rate (35%) in 2011. 

3. The computation of accumulated taxable income includes a reduction for the accumulated earnings 
credit. The accumulated earnings credit is the greater of: 

a. current E&P for the tax year needed to meet the reasonable needs of the business less net long-term 
capital gains for the year and 

b. the minimum credit: the difference between $250,000 ($150,000 for certain personal service 
corporations) and accumulated E&P at the close of the previous year. 

4 Mechanics of the Penalty Tax 
a. The accumulated earnings tax is applied against accumulated taxable income. 

b. Accumulated taxable income is computed as follows: 
Taxable Income 
+ Adjustments (items that affect corporate ability to pay a dividend) 
- Dividends paid deduction 
- Accumulated earnings credit 
= Accumulated taxable income 
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c. “Adjustments” include deductions for corporate income taxes and excess charitable contributions, 
and additions for a net operating loss deduction and the dividends received deduction. 


D. The Personal Holding Company Tax 


is 


Ww 


The PHC penalty tax is in addition to the regular corporate tax and is 15% of undistributed personal 
holding company income. Absent Congressional intervention, the rate will increase to the top marginal 
rate (35%) in 2011. 

Definition of a PHC. For a company to be classified as a PHC, that Coupes must meet both a stock 

ownership test and a gross income test. 

a. Stock Ownership Test. More than 50% of the value of the outstanding stock of the coupon must 
have been owned by five or fewer individuals at any time during the last half of the taxable year. 

b. Gross Income Test. Sixty percent or more of the corporation’s adjusted ordinary gross income must 
be composed of certain passive income items (PHC income): dividends, interest, rents, royalties or 
certain personal service income. 

For the stock ownership test, very broad rules of constructive ownership apply: 

For the gross income test, adjusted ordinary gross income is computed by subtracting capital gains and 

§ 1231 gains and certain other expenses. 

a. Rents or royalties are normally classified as PHC income. However, it may be excluded if they are 
significant in amount (if they comprise more than 50% of the adjusted gross income). 

If the PHC definition is satisfied, the penalty tax rate (15% in 2003 through 2010) is applied against 

undistributed PHC income. 

Undistributed PHC income is computed as follows: 

Taxable income 

Plus: 

1. Dividends received deductions 

2. A net operating loss, other than from the preceding year 

3. The excess of business expenses and depreciation over the income from nonbusiness property 
owned by the corporation 

Minus: 

1. Federal income tax accrued 

2. Excess charitable contributions 

3. The excess of long-term capital gain over short-term capital loss (net of tax) 

Equals: Adjusted taxable income 

Minus: Dividends paid deduction 

Equals: Undistributed personal holding company income (UPHCI) 


E. Both the AET and the PHC tax can be avoided by paying dividends. 
F. If both the taxes apply, the PHC tax predominates. 


IV. TAX PLANNING 
A. Production Activities Deduction Planning 


ly 
2 
ai 


The federal DPAD may not be allowable for state income taxation. 
The DPAD will require taxpayers to carefully structure business transactions. 
Allocation and apportionment issues will require careful documentation and systems. 


B. AMT Planning 


iF 


2 


Corporate taxpayers must monitor preferences and adjustments carefully (inchiding their amounts and 
when they are recognized). 

A corporate taxpayer subject to the AMT in a particular year should accelerate income and defer 
deductions—taking advantage of the rate differences between the AMT and the regular tax. 
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TEST FOR SELF-EVALUATION—CHAPTER 3 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


T 


F 


IF 


The domestic production activities deduction was intended to replace the extraterritorial income (ETI) 
exclusion for exporters that existed under prior law. 


A corporation may have to pay the alternative minimum tax if taxable income for regular income tax 
purposes, when combined with certain adjustments and preference items that apply in computing the 
alternative minimum tax, total more than $40,000. 


The reasonable business needs of a corporation are precisely outlined by the IRS. 


If a corporation paid an alternative minimum tax in 2010 because of adjustments or preference items that 
defer its tax liability rather than cause a permanent avoidance of the tax, the corporation’s 2010 alternative 
minimum tax is available to be claimed as credit against its regular income for 2011 and later years. 


The DPAD is 9% of the lesser of: (1) qualified production activities income or (2) taxable income. 


In order to qualify as DPGR, QPP must be manufactured, produced, grown, or extracted (MPGE) in whole 
or in significant part within the U.S. 


Accumulation of income for exotic ventures into areas not related to the business are acceptable as long as 
the company stays under the $250,000 accumulated earnings credit. 


Assuming a company is close to being classified as a personal holding company, due to its proximity to the 
60% PHC income rule, it would be wise for the company to hold growth stocks, as opposed to high yield 
stocks. High growth stocks will not enter into the PHC income calculation until they are sold and 
consequently taxed at a capital gains rate. 


For tax years beginning after 1998, the alternative minimum tax rules require that the 150% declining 
balance method of depreciation be used for personal property placed in service after 1998. 


Zenon Corporation carries its net operating loss for 2011 back to 2009 for which Zenon incurred a minimum 
tax liability. Zenon must recompute its minimum tax liability for 2009. 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


x 


2 


The penalty tax on unreasonable accumulation of income is known as the tax. 

The tax rate on the excess accumulated income in excess of the $250,000 credit is %. 

In general, the DPAD is 9% of the lesser of or 

Qualified production activities income (QPAI) is the excess of over the sum of 
, and 


° 
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For purposes of calculating the Accumulated Earnings Tax, Accumulated Taxable Income (ATI) is equal to 


taxable income, plus or minus certain adjustments, minus the dividend paid deduction and the 


The payment of dividends | the amount of accumulated earnings subject to the 
accumulated earnings tax. 


Multiple Choice 


Choose the best answer for each of the following questions. 


1. Crown Corporation reports the following in calendar year 2010: QPAI: $400,000; TI: $500,000; W-2 
Wages: $20,000. What is Crown’s DPAD for 2010? 


a. $10,000 
b. $20,000 
c. $36,000 
d. $45,000 
e. None of the above. 


2. Alpha Manufacturing reports the following in calendar year 2010: QPAI: $900,000; TI: $800,000; W-2 
Wages: $200,000. What is Alpha’s DPAD for 2010? 


a. $25,000 

b. $48,000 

c. $72,000 

d. $100,000 

e. None of the above. 


3. Taxable income is $41,500, of which $1,500 is dividend income, after the dividend exclusion. The corporate 
income tax (§ 11) is $6,225 and dividends paid are $2,000. The PHC tax liability would be: 


a. $3,240 
Ds, 2.b5,009 
c. $5,604 
d. $6,148 
e. None of the above 


4. The personal holding company tax 
a. Is imposed on corporations having 15 or more equal stockholders 
b. Applies regardless of the extent of dividend distributions 
c. Is self-assessed : 
d. May apply if the minimum credit of $150,000 is exceeded 


5. The accumulated earnings tax can be imposed 
a. Regardless of the number of stockholders of a corporation 
b. On personal holding companies 
c. Oncompanies that make distributions in excess of accumulated earnings 
d 


Only on conglomerates 


a. 
b. 
c, 
d. 
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6. Ifacorporation’s tentative minimum tax exceeds the regular tax, the excess amount is: 


payable in addition to the regular tax. 
carried back to the third preceding tax year. 
carried back to the first preceding tax year. 
subtracted from the regular tax. 


7. Given the following facts, what is Wood Corporation’s alternative minimum tax? 


Taxable income before net operating loss deductions $ 85,000 
Total adjustments to taxable income ( 2,000) 
Total tax preference items 45,000 
Regular income tax , 17,150 
a. $1,250 

b. $850 

c. $450 

d. $-0 


alternative minimum taxable income was: 


a. 


b. 
c. 
d 


$ -0- 
$12,500 
$27,500 
$40,000 
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8. Barrett Corporation’s alternative minimum taxable income was $200,000. The exempt portion of Barrett’s 
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SOLUTIONS TO CHAPTER 3 QUESTIONS 


True or False 


ts F (p. 3-2; although the ETI exclusion was repealed, the DPAD is not a comparable tax benefit for U.S. 
exporters. The DPAD benefits all U.S. manufacturers (even if they do not export). 
a T (p. 3-21; with a maximum exemption amount of $40,000, a corporation with alternative minimum taxable 


income of more than $40,000 may have an AMT to pay) 

F (p. 3-23; assessing the reasonable needs of the business is difficult for the taxpayer as well as for the IRS) 

4. T (p. 3-22; the fact that the corporation’s regular tax liability is greater that its tentative minimum tax implies 
that previously accounted for adjustments or preference items were temporary in nature and have reversed; thus, 
a Minimum Tax Credit for AMT paid is allowed against future tax liabilities to eliminate the possibility of taxing 
the same income twice) 


Le 


=i F (p. 3-4 and 5; in addition to this general rule, the PAD is further limited by 50% of an employer’s W-2 wages. 
In addition, if the AMT applies, AMT] is used instead of taxable income) 

6. T (p. 3-8; the “in whole or in significant part” requirement is satisfied if the employer’s MPGE activity is 
substantial in nature) 

s F T (p. 3-23; most corporations are allowed a minimum amount of accumulated earnings ($250,000) without 


exposure to the AET; if earnings are being accumulated for purposes of an exotic venture (unrelated to the 
current business of the corporation) and the amount of corporate accumulated earnings is less than $250,000, the 
AET does not generally apply) 


8. T (p. 3-24; converting investments from high yield stocks to growth stocks may reduce the percentage of 
adjusted ordinary gross income that passive income represents) 
9. T (p. 3-17; for personalty placed in service after 1998, the adjustment is the excess of accelerated depreciation 


over the amount determined using the 150 percent declining-balance method switching to straight-line) 
10. T (p. 3-16; in addition, the AMT NOL deduction cannot exceed 90% of AMTI) 


Fill in the Blanks 


l. accumulated earnings (p. 3-23; the accumulated earnings tax imposes a penalty tax on the current year’s addition 
to the accumulated earnings balance that is not needed for a reasonable business purpose) 

15% (through 2010) (p. 3-23) 

qualified production activities income; taxable income (p. 3-4) 

cost of goods sold; other deductions; a ratable portion of deductions not directly allocable to DPGR (p. 3-6) 
accumulated earnings credit (p. 3-23; AET is calculated by applying the applicable tax rate against Accumulated 
Taxable Income (ATI); ATI is equal to modified taxable income less dividends paid and less the accumulated 
earnings credit) 

6. reduces (p. 3—23; dividends that are paid reduce the tax base subject to the AET) 


SR eer he 


Multiple Choice 


i a (p. 3-5; see Example 3; DPAD is,9% of the lesser of QPAI ($400,000) or TI ($500,000). So the tentative 
DPAD would be $36,000 (9% X $400,000); however, the PAD is further limited by 50% of an employer’s W-2 
wages; so in this example Crown’s DPAD would be $10,000 ($20,000 X 50%) 

ae c (p. 3-4; DPAD is 9% of the lesser of QPAI ($900,000) or TI ($800,000). So the tentative DPAD would be ~ 
$72,000 (9% X $800,000); although the DPAD can be further limited by 50% of an employer’s W-2 wages, 
there is no limit in this example ($200,000 X 50% is $100,000). So Alpha’s PAD would be $72,000) 
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3. e(p. 3-24) 


Taxable income $ 41,500 
Plus: Dividends-received deduction 
($1,500/.30) - ($1,500) 3,500 
$ 45,000 
Less: Regular tax (ae O2225) 
Less: Dividends paid (__ 2,000) 
$ 36,775 
X 15% 
Sl 
4. c (p. 3-24; item a. is incorrect because a 50% stock value test must be satisfied to attain PHC status; item b. is 


incorrect because sufficient dividend distributions may eliminate the PHC tax; item d. is incorrect because there 
is nO minimum credit in the computation of the PHC tax) 

ap a (p. 3—23; item b: is incorrect because the AET does not apply to personal holding companies under § 532(b)(1); 
item c. is incorrect because the AET applies to companies that do not make sufficient distributions: item d. is 
incorrect because application of the AET is not limited to conglomerates) 

6. a (p. 3-21; if the tentative alternative minimum tax is greater than the corporation’s regular tax, the corporation 
effectively pays this tentative alternative minimum tax by adding to the regular tax the amount of the excess of 
the tentative alternative minimum tax over the regular tax) 

7. c (p. 3-21) 


Taxable income before NOL $ 85,000 
Minus: Adjustments ( 2,000) 
Plus: Preferences 45,000 
Minus: Exemption (_ 40,000) 
Equals: AMTI $ 88,000 
Tentative AMT (AMTI X 20%) $ 17,600 
Less: Regular tax (_17,150) 
Equals: AMT $___ 450 


8. c (p. 3-21; $40,000 reduced by 25% of ATMI in excess of $150,000; Barrett has $50,000 of AMTI in excess of 
$150,000 ($200,000 less $150,000); Barrett’s AMT exemption is $27,500 ($40,000 less $12,500 (25% x 
$50,000))) 
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CHAPTER 4 


Corporations: Organization 
and Capital Structure 


LEARNING OBJECTIVES 


After completing Chapter 4, you should be able to: 

Identify the tax consequences of incorporating a business. 

Understand the special rules that apply when liabilities are assumed by a corporation. 
Recognize the basis issues relevant to the shareholder and the corporation. 

Appreciate the tax aspects of the capital structure of a corporation. 

Recognize the tax differences between debt and equity investments. 

Determine the tax treatment of shareholder debt and stock losses. 

Identify tax planning opportunities associated with organizing and financing a corporation. 


STON Coe 


KEY TERMS 


Assumption of liabilities Liabilities in excess of basis Qualified small business stock 
Built-in loss property Nonbusiness bad debt Section 1244 stock 

Capital contribution Property Securities 

Control Qualified small business corporation Thin capitalization 


Investor losses 


OUTLINE 


IB, ORGANIZATION OF AND TRANSFERS TO CONTROLLED CORPORATIONS 
A. In General 
1. Normally, gain or loss is recognized on a property transfer. 
2. The Internal Revenue Code (IRC) provides exceptions where: 
a. ataxpayer’s economic status has not changed and 
b. the taxpayer does not have the “wherewithal to pay” tax. 
3. When a business incorporates, the owner’s economic status is unchanged (only the form has changed). 
Further, Congress did not want to inhibit the incorporation of businesses. 
5. Asaresult, Section 351 provides nonrecognition of gain or loss when three requirements are met: 
a. property is transferred, 
b. in exchange for stock, and 
c. the property transferors are in control of the transferee corporation after the exchange. 
6. Section 351 is mandatory if these three requirements are met. 
B. Property Defined 
1. In general, the IRC adopts a very broad definition of property. 
2. However, the IRC specifically excludes services rendered. 
C. Stock Transferred 
1. Nonrecognition of gain occurs only when the shareholder receives “stock”. 
2. All property other than transferee corporation stock received in the exchange is considered “boot”. Boot 
is taxable to the extent of any gain realized. 
3. Common and most preferred stock are included in the definition of stock. 
4. Stock rights or warrants are not “stock”. 
5. Corporate debt or other securities (e.g., long-term bonds) are not “stock.” 
Cc 
1 


a 


D. Control of the Corporation 


The property transferors must be in control of the corporation immediately after the exchange. 
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For “control,” an 80% stock ownership test is used; 80% stock ownership defined as: 

a. 80% of the total combined voting power, and 

b. 80% of the total number of shares of all other classes of stock. 

Control “immediately” after the transfer 

a. Transferors may refer to one person or several persons. 

b. All transfers need not be made simultaneously. 

c. For transfers involving more than one person: . 
1. the rights of the persons should be defined, in a written agreement, prior to any transfers. 
2. the transfers should occur close together in time. 

Transfers for property and services 

a. Persons who transfer property and perform services for stock are considered members of the 
transferring group; generally, the value of the property must be at least 10% of the value of the 
service provided. 

. The person receiving stock for services must include the value of stock received in gross income. 

c. Ifthe “at least 10% test” is met, all the stock received by the transferor is counted to determine 
whether or not the control requirement is met. 

Section 351 applies whenever the three requirements are met. 


E. Assumption of Liabilities (Sec. 357) 


i? 


2 


<$ 


Generally, a corporation’s assumption of a liability or acceptance of property subject to a liability does 
not result in boot to the transferor-shareholder. 
However, liabilities assumed by the corporation are treated as boot for determining the shareholder’s 
basis in the stock received. 
There are two exceptions to the general rule: 
a. Tax Avoidance or No Bona Fide Business Purpose: If liabilities transferred have no business 
purpose or were transferred to avoid taxes, all liabilities transferred trigger gain recognition. 
b. Liabilities in Excess of Basis: If total liabilities transferred exceeds the total adjusted bases of all 
property transferred, the excess is taxable gain. 
1. Without this provision, stock basis would be negative. 
2. Accounts payable of a cash-basis taxpayer are not counted as liabilities. 


F. Basis Determination and Related Issues 


Ls 


Basis of stock to shareholder is determined as follows: 

a. basis held in the property transferred, plus 

b. gain recognized on the exchange, minus 

c. boot received, including any liabilities transferred, minus 

d. adjustment for loss property (if elected). 

Property (other than stock) received by the shareholder has a fair market value basis. 

Basis of property received by the corporation is determined as follows: 

a. transferor’s basis, plus 

b. gain recognized by the transferor-shareholder, minus 

c. adjustment for loss property (if required). 

Basis adjustment for loss property 

a. Ifthe total FMV of property transferred is less than the total adjusted basis in the transferee 
corporation’s hands (1.e., a net “loss’’), then total corporate basis is limited to FMV (rather than the 
shareholder’s adjusted basis). 

b. If both the corporation and shareholder elect, the corporation may use the shareholder’s adjusted 
basis; however, the shareholder’s stock basis is reduced to total FMV (i.e., no “built-in loss” will 
exist in the stock). 

If stock is issued for services, the corporation is generally allowed a business deduction based on the 

value of the stock. 

Holding period for shareholder’s stock received 

a. If the property transferred is a capital asset or §1231 property, the holding period of stock received 
includes the holding period of the property transferred. 

b. If the property transferred is inventory, the holding period of stock received begins the day after the 
exchange. 

The holding period for corporate property received includes the holding period of the transferor- 

shareholder. 
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IL. CAPITAL STRUCTURE OF A CORPORATION 
A. Capital Contributions 
1. The basis of property received by a corporation from a shareholder as a capital contribution is the 
transferor’s basis. 
2. The basis of property received by a corporation from a nonshareholder as a capital contribution is zero. 
3. Aspecial rule applies if money is received by a corporation from a nonshareholder 
a. Money received reduces the basis of any property acquired with the money during the 12 months 
following receipt of such contribution. 
b. Any excess over the cost of new property reduces the basis of other corporate property in 
proportion to the relative bases of the properties, in the following order: 
1. depreciable property. 
2. amortizable property. 
3. depletable property. 
4. all other remaining property. 
B. Debt in the Capital Structure 
1. Advantages of debt 
a. Interest is deductible by the corporation; dividends are not. 
b. Shareholders are not taxed on loan repayments. 
c. A stock investment cannot be withdrawn tax-free if the corporation has earnings and profits. 
2. Reclassification of debt as equity (“thin capitalization” problem) 
a. A debt instrument having too many features of stock may be treated (for tax purposes) as stock. 
b.. Factors to be considered include: 
the form of the debt instrument. 
a definite maturity date and reasonable interest rate. 
timely payment. 
payment contingent on earnings. 
subordination to other liabilities. 
whether shareholder holdings of debt and stock are proportionate. 
the ratio of debt to equity. 


Bee DN eed ia ath dae 


Il. INVESTOR LOSSES 
A. Stock and security losses 
1. For stocks and bonds held as capital assets, capital losses materialize as of the last day of the year in 
which the stocks or bonds become completely worthless. 
2. No deduction is allowed for partial worthlessness. 
B. Business versus nonbusiness bad debts 
1. Business bad debts are deducted as ordinary losses. 
2. Nonbusiness bad debts are treated as short-term capital losses and limited to noncorporate taxpayers. 
3. Partial worthlessness can be deducted only for business bad debts. 
4. All corporate bad debts qualify as business bad debts. 
C. Section 1244 stock 
1. Section 1244 allows ordinary loss treatment for losses on the sale or worthlessness of a small business 
corporation’s stock. 
2. To qualify as §1244 stock: 
a. the total stock offered cannot exceed $1 million: 
b. more than 50% of the corporation’s gross receipts must be derived from the active conduct of a 
trade or business. 
3. The amount of loss deductible in any one year is limited to $50,000 or $100,000 for a jointly filed 
return. 
4. Only the original holder of §1244 stock qualifies for ordinary loss treatment. 


IV. GAIN FROM QUALIFIED SMALL BUSINESS STOCK 
A. A “qualified small business corporation” is a C corporation whose aggregate gross assets did not exceed 
$50 million on the date the stock was issued. In addition, the corporation must be actively involved in a 
trade or business (at least 80% of its assets were used in the active conduct of a trade or business). 
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B. Noncorporate shareholders may exclude 50% of the gain on a sale or exchange of qualified small business 
stock (75% for stock acquired after February 17, 2009 and before 2011). 
1. The taxpayer must have held the stock for more than 5 years. 
2. The taxpayer must have acquired the stock as part of an original issue. 

C. The 50% (or 75%) exclusion can apply to the greater of: 
1. $10 million, $5 million for married filing separately, or ’ 
2. 10 times the shareholder’s aggregate adjusted basis in the qualified stock disposed of during the year. 
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‘ TAX PLANNING CONSIDERATIONS 
A. Working with §351 
1. Does the desired tax result come from compliance with §351? Should the taxpayer seek to avoid §351? 
2. In utilizing §351, the transferors must ensure that: 
a. all parties transferring property have control in the aggregate. 
b. later transfers of property do not sabotage satisfying the control requirement, if gain recognition is 
to be avoided. 
3. Insome situations, avoiding §351 may produce a more advantageous tax result (e.g., if loss property is 
being transferred). 
B. Determine which assets and liabilities should be transferred to the corporation. 
C. The debt to equity ratio of the corporation’s capital structure raises issues of: 
1. thin capitalization and potential reclassification of debt to equity. 
2. investor losses and §1244 attributes. 
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TEST FOR SELF-EVALUATION—CHAPTER 4 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


T F 1. Rene transferred money and property to Stable Corporation solely in exchange for stock in Stable. 
Immediately after the exchange, Rene owned 80% of the total combined voting power of all classes of stock 
entitled to vote and 51% of all other classes of stock. No gain or loss will be recognized by Rene or Stable. 


T F __ 2. Ifan individual transfers mortgaged property to a corporation he or she controls, the individual generally 
will not have to recognize gain as a result of the corporation’s assumption of a liability unless the liability is 
greater than the individual’s adjusted basis in the property. 


T F _ 3. B transfers land and building to CLJ, a newly formed corporation, in exchange for 100% of CLJ’s only class 
of stock outstanding. The land and building have a fair market value of $250,000 and an adjusted basis to B 
of $100,000. Further, the land and building are subject to a mortgage of $100,000, which CLJ assumes. 
Immediately prior to the transfer, B refinanced the previously existing mortgage indebtedness on the land 
and building of $60,000 to get cash out of $40,000. B must recognize gain of $40,000. 


T F 4. A corporation does not recognize gain or loss if you transfer property and money to the corporation in 
exchange for the corporation’s stock (including treasury stock). 


T F 5. Ifashareholder acquires only stock in a §351 incorporation and the stock’s basis is determined by the 
shareholder’s basis in property transferred to the corporation, the holding period of the stock begins on the 
day of the exchange. 


T F_ 6. Ina transaction qualifying under §351, Tom Hardy transfers property with a FMV of $100,000 and an 
adjusted basis of $125,000 to Theta, Inc. The basis of the property received by Theta will be the same as it 
was to Tom. 


T F_ 7. Inorder to protect her investment, Beth, an officer and principal shareholder of Turbo Corporation, 
guaranteed payment of a bank loan Turbo received. During 2010, Turbo defaulted on the loan and Beth 
made full payment. Beth is entitled to a business bad debt deduction. 


T F_ 8. Steve transferred his services to a corporation in exchange for 85% of all classes of the corporation’s stock. 
Steve will NOT have to report the fair market value of the stock as taxable compensation. 


T F- 9. BJand CJ each own 50 shares of J Corporation’s only class of outstanding stock. In 2010, BJ transfers 
equipment to J Corporation with a fair market value of $70,000 and an adjusted basis of $180,000 in 
exchange for 10 additional shares of J Corporation’s only class of outstanding stock. If BJ and CJ are not 
related parties, BJ recognizes a loss of $110,000. 


T F 10. OnJanuary 1, 2010, Mr. Kitars transferred a capital asset he had originally acquired on July 1, 2007, to 
Westco Corporation in a nontaxable exchange for Westco’s stock. After the transfer, Mr. Kitars had control 


of the corporation. On October 1, 2010, Westco Corporation sold the property for a gain. Westco’s holding 
period does not include the period it was held by Mr. Kitars. 
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Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


it in a §351 transaction do not result in boot to the transferor-shareholder. 

as For of property received from a nonshareholder, the corporation’s basis is zero. 

Sy immediately after §351 exchange requires stock ownership in the transferee 
corporation. 

4. transferred, without taxable gain recognition, would cause the 
transferor-shareholder to have a basis in the stock received. 

>. are treated as short-term capital losses of noncorporate taxpayers. 

6. Property for purposes of §351 specifically excludes 

if allows ordinary loss treatment on the sale or worthlessness of a small business corporation’s 
stock. 

8. are long-term debt instruments. 

9. situations arise when shareholder debt is high relative to shareholder equity. 


Multiple Choice 


Choose the best answer for each of the following questions. 


1. Chip and Dale formed a corporation to which Chip transferred a patent right that had a fair market value of 
$25,000 and a zero adjusted basis. Dale transferred a building that had a fair market value of $100,000 and 
an adjusted basis to him of $75,000. In return, Chip received 200 shares and Dale 800 shares of the 
corporation’s 1,000 outstanding shares of its only class of stock. As a result of this transaction, Dale should 
report: 


a. Neither a gain nor a loss. 
b. A capital gain of $25,000. 
c. A Section 1250 gain of $25,000. 
d. An ordinary gain of $25,000. 
2. Laura, an attorney, performed legal services valued at $2,000 for Fine Corporation, a newly formed 


corporation, in exchange for 1% of the issued and outstanding stock. The fair market value of the shares 
received was $2,000. Laura would recognize: 


a. No income until the stock is sold. 

b. $2,000 as ordinary income ratable over 60 months. 
c. Compensation of $2,000. 

d. A short-term capital gain of $2,000. 


* 
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3. The basis of stock received in exchange for property transferred to a corporation is the same as the basis of 
the property transferred with certain adjustments. Which one of the following would not decrease the basis 
of the stock received? 


a. The fair market value of other property received. 
b. Any amount treated as a dividend. 
c. Any money received. 
d. Any loss recognized on the exchange. 
4. Dillon transferred land having an adjusted basis of $35,000 and a fair market value of $47,000 to Octopus 
Corporation. In exchange for the land he received $5,000 cash, equipment having an adjusted basis of 


$3,000 and a fair market value of $5,000 and 80% of Octopus Corporation’s only class of stock outstanding. 
The stock received by Dillon had a fair market value of $37,000. What is the amount of gain that Dillon will 


recognize? 
a. $0 

b. $10,000 
c. $12,000 
d. $20,000 


5. Mr. Francois transferred an office building to Slim Corporation in exchange for 100% of Slim’s only class 
of outstanding stock and $30,000 in cash. The building had an adjusted basis of $150,000 and a fair market 
value of $250,000. The building was subject to a mortgage of $120,000 which Slim assumed for a valid 
business reason. The fair market value of Slim Corporation’s stock on the date of the transfer was $100,000. 
What is the amount of Mr. Francois’ recognized gain? 


a. $100,000 
b. $70,000 
c. $30,000 
d. $0 


6. Mr. Naqvi transferred a building having an adjusted basis of $18,500 and a fair market value of $23,000 to 
Nadir Corporation. In exchange for the building he received $3,000 cash and 90% of Nadir’s only class of 
stock outstanding. The stock received by Mr. Naqvi had a fair market value of $20,000. What is Nadir 
Corporation’s basis in the building received in this exchange? 


a. $25,000 
b. $21,500 
c. $20,000 
d. $18,500 


7. Rod, Sydney, and Edgar decided to form Parody Corporation. Rod transferred property with an adjusted 
basis of $35,000 and a fair market value of $44,000 for 440 shares of stock. Sydney exchanged $33,000 cash 
for 330 shares of stock. Edgar performed services valued at $33,000 for 330 shares of stock. The fair market 
value of Parody Corporation’s stock is $100 per share. What is Parody’s basis in the property received from 


Rod? 

a. $44,000 
b. $35,000 
c. $9,000 
d. $0 
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Which of the following factors is not taken into account when determining if a gain or loss should be 
recognized on the transfer of property to a corporation in exchange for a controlling interest in stock of the 
corporation? 

a. Receipt of money in addition to the stock. 

b. Fair market value of the property transferred to the corporation. 

c. Ownership of at least 80% of the total combined voting power of all stock entitled to vote. 

d. Ownership of at least 80% of the total number of shares of all other classes of stock. 


Randy and Audra formed a corporation to which Randy transferred equipment that had a fair market value 


~ of $25,000 and zero adjusted basis. Audra transferred a building that had a fair market value of $100,000 


and an adjusted basis to her of $80,000. In return, Randy received 200 shares and Audra received 800 shares 
of the corporation’s outstanding shares of its only class of stock. As a result of this transaction, Audra 
should report: 


a. Neither a gain nor loss. 

b. A section 1250 gain of $20,000. 

c. Anordinary gain of $20,000. 

d. A capital gain of $20,000. 

In exchange for Thunder Corporation stock, Sydney performed legal services for Thunder valued at $7,000 


and paid Thunder $18,000 cash. The stock received by Sydney had a fair market value at the time of the 
exchange of $25,000. What is the amount of Sydney’s recognized gain from this exchange? 


a. $25,000 


b. $18,000 
c. $7,000 
d. $0 


Shelly transferred property having an adjusted basis to her of $20,000 and a fair market value of $27,000 to 
DLW Corporation. In exchange for the property she received $6,000 cash and 100% of DLW’s only class of 
stock. If the stock received by Shelly had a fair market value of $21,000 at the time of the transfer, what is 
the amount of her recognized gain? 


a. $0 

b. $6,000 
Cx -000 
d. .$21,000 


Andrew transferred an office building that had an adjusted basis of $180,000 and a fair market value of 
$350,000 to Dickens Corporation in exchange for 80% of Dickens’ only class of stock. The building was 
subject to a mortgage of $200,000, which Dickens assumed for valid business reasons. The fair market value 
of the stock on the date of the transfer was $150,000. What is the amount of Andrew’s recognized gain? 


a. $0 

b. $20,000 
c. $170,000 
d. $350,000 


til fe 7 
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SOLUTIONS TO CHAPTER 4 QUESTIONS 


True or False 


Ee 


2 


F (p. 4-6; under §351, control is defined as at least 80% of all classes of stock entitled to vote and at least 80% 
of the total number of shares of all other classes of stock) 

T (p. 4-9; §357(a) provides that if a liability transferred to a corporation as part of a §351 exchange, the debt 
relief is not considered boot to the transferor-shareholder for purposes of determining the shareholder’s 
recognized gain on the exchange.) 

F (p. 4—9; under §357(b), if any liability is transferred with a tax avoidance or no business purpose, all liabilities 
are tainted as boot. B’s realized gain of $70,000 ($150,000 $100,000 - $180,000) is fully recognized because of 
$100,000 of boot (total liabilities transferred of $100,000 tainted)) 

T (p. 4-15; §1032) 

F (p. 4-14; under §1223(1), the shareholder’s holding period of stock received includes the holding period of the 
property transferred if the property is capital or §1231 property) 

F (p. 4-14; §362(e); the corporate basis of property received is equal to the shareholder’s basis increased by any 
gain recognized to the shareholder on the transfer and decreased by any “built-in loss.” In this situation, Theta’s 
basis in the property will be $100,000 (the FMV), unless both Theta and Tom agree to reduce Tom’s stock basis 
to $100,000) 

F (p. 4-19; according to the Supreme Court in Whipple, this is a non-business business debt (it was extended in 
order to protect her investment)) 

F (p. 4-5; §351 “property” does not include services; he must report the FMV of the stock as compensation) 

T (p. 4-22; BJ does not have “control” immediately after the exchange (he only owns 60 of 110 shares of J’s 
only class of stock (about 55%); §351 does not apply to BJ and BJ may recognize the realized loss of $110,000 
($70,000 - $180,000)) 

F (p. 4-14; under §1223(1), Westco’s holding period includes Mr. Kitars’ holding period because Westco took a 
carryover basis and the property was a capital asset) 


Fill in the Blanks 


— 


a acl oe 


liabilities assumed (p. 4—9; generally under §357(a), liabilities transferred do not trigger boot to the shareholder) 
capital contributions (p. 4-15; property received by a corporation from a nonshareholder is treated as a capital 
contribution) , 

control, 80% (p. 4-6; control requires at least 80% of voting stock and 80% of all other classes of stock) 
liabilities in excess of basis, negative (p. 4-10; under §357(c), liabilities transferred in excess of basis causes 
gain recognition (and an increase in shareholder basis to zero)) 

nonbusiness bad debts (p. 4-19; for noncorporate taxpayers, a nonbusiness bad debt is treated as a short-term 
capital loss when it becomes entirely worthless) 

services (p. 4-5) 

§ 1244 (p. 4-20) 

bonds (p. 4—5; for §351, “stock” does not include long-term debt instruments (e.g., bonds)) 

thin capitalization (p. 4-18; in such case, the IRS may reclassify “debt” as “equity”’) 


Multiple Choice 


; 


a (p. 4-4; § 351 is mandatory if its requirements are met here, Chip and Dale (1) transfer property, (2) solely in 
exchange for stock, and (3) are in control immediately after the exchange; §351 applies and Dale’s $25,000 
realized gain is not recognized) 

c (p. 4-5; under §351, “property” does not include services; rather, stock received for services is treated as 
compensation) 
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b (p. 4-12; under §358, the adjusted basis of stock is generally the adjusted basis of the property transferred, 
increased by any gain recognized, and decreased by the fair market value of any boot received; a dividend on the 
stock would be income to the shareholder) . 

b (p. 4-4; although §351 applies to this exchange, Dillon receives “boot” ($5,000 cash and equipment with a 
FMV of $5,000); Dillon’s realized gain is $12,000 ($37,000 $5,000 $5,000 $35,000); realized gain is recognized 
to the extent of boot received ($10,000)) 

c (p. 4-4; Mr. Francois transfers an office building worth $250,000 (with an adjusted basis of $150,000) and 
subject to a mortgage of $120,000 for stock (with a fair market value of $100,000) and $30,000 cash (which is 
“boot”). Section 351 applies to this exchange, but Mr. Francois’ realized gain of $100,000 ($100,000 $120,000 


_ $30,000 $150,000) is recognized (or reported) to the extent of $30,000 (the boot received); further, debt relief 


does not trigger boot unless the debt exceeds the adjusted basis of all property transferred) 

b (p. 4-12; Mr. Naqvi has a realized gain of $4,500 ($20,000 $3,000 $18,500); as part of this §351 event, Mr. 
Naqvi receives $3,000 cash (which is boot); so, Mr. Naqvi has a $3,000 recognized gain; under §362, the 
adjusted basis of the building received by Nadir Corporation is the basis of the building in the hands of Mr. 
Naqvi ($18,500), increased by the $3,000 gain recognized by Mr. Naqvi on the exchange) 

a (p. 4-6, 12; the §351 control requirement is not met because Edgar’s 330 shares are not counted (services are 
not property); without Edgar’s shares, the property transferors hold in the aggregate only 70 percent of all voting 
stock [(440 330)/(440 330 330)]. Accordingly, the exchange is a taxable event and Parody’s adjusted basis in the 
property received from Rod equals its fair market value of $44,000) 

b (p. 4-4; item a is “boot”; items c and d related to the §351 control requirements; only item b does not relate 

to §351) 

a (p. 44; §351 is mandatory if its requirements are met; here, Randy and Audra (1) transfer property, (2) solely 
in exchange for stock, and (3) are in control immediately after the exchange; §351 applies and Audra’s $20,000 
realized gain ($100,000 $80,000) is not recognized) 

c (p. 4-5; §351 applies to the exchange of stock for cash, but stock received for services is treated as taxable 
compensation) 

b (p. 44; Shelly transfers property (with an adjusted basis of $20,000) for DWL stock (with a fair market value 
of $21,000) and $6,000 of cash (which is “boot’’); §351 applies, but Shelly’s realized gain of $7,000 ($21,000 


_ $6,000 $20,000) is recognized to the extent of the boot received ($6,000)) 


b (p. 4-10; in general, §357(a) indicates that liabilities transferred to a corporation do not trigger the receipt of 
“boot”; §357(c) applies, however, if the total liabilities transferred exceed the total adjusted basis of all property 
transferred; here, Andrew transfers an office building (adjusted basis of $180,000) subject to a mortgage of 
$200,000 for stock (fair market value of $150,000); Andrew’s’ realized gain of $100,000 ($150,000$200,000 — 
$180,000) is recognized to the extent of $20,000 (the excess of the liabilities transferred of $200,000 over the 
adjusted basis of the office building of $180,000); §357(c) also operates to eliminate negative basis) 
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CHAPTER 5 
Corporations: Earnings & Profits 
and Dividend Distributions 


LEARNING OBJECTIVES 


After completing Chapter 5, you should be able to: 

Understand the role that earnings and profits play in determining the tax treatment of distributions. 

Compute a corporation’s earnings and profits. 

Apply the rules for allocating earnings and profits to distributions. 

Understand the tax treatment of dividends for individual shareholders. 

Understand the tax impact of property dividends on the recipient shareholder and the corporation maaan the 
distribution. 

Understand the nature and treatment of constructive dividends. 

Understand the tax treatment of stock dividends and stock rights. 


WR WN 


OD 


KEY TERMS 


Accumulated earnings and profits Earnings and profits (E&P) Stock dividend 
Constructive dividend Property dividend Stock rights 
Current earnings and profits Qualified dividend Unreasonable compensation 


OUTLINE 


I CORPORATE DISTRIBUTIONS—OVERVIEW 
A. Distributions are presumed to be dividends unless the parties can show otherwise. 
‘ B. Dividend income is limited to the amount of earnings and profits (E & P) of the distributing corporation. 
C. Distributions not taxed as dividends, because of insufficient E & P, are a return of capital to the extent of 
stock basis (the stock basis is reduced accordingly). Distributions in excess of stock basis are treated as a 
gain from the sale or exchange of stock. 
D. E&P represents the corporation’s economic ability to pay a dividend without impairing its capital. 


I. EARNINGS AND PROFITS 
A. The Internal Revenue Code does not define E&P. 
B. Instead, the computation of E&P begins with taxable income 
1. E&P is increased by all book income items excluded from taxable income. 
a. Examples include municipal bond interest, life insurance proceeds, the dividends received 
deduction, and the production activities deduction. 
2. E&P is decreased by nondeductible expenditures. Examples include: 
a. Excess capital losses. 
b. Expenses to produce tax-exempt income. 
c. Federal income taxes paid. 
d. Nondeductible insurance premiums, fines, and penalties. 
e. Related party losses. 
3. Timing adjustments may increase or decrease taxable income. Examples include: 
a. Charitable contribution carryovers. 
b. Net operating loss carryovers. 
c. Capital loss carryovers. 
4. Accounting method adjustments may increase or decrease taxable income. Examples include: 
a. Deferred gain on installment sales, for E&P, is recognized in year of sale. 
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b. Depreciation, for E&P, must be computed using the straight-line method over the assets ADR 
midpoint life; §179 expense is deducted over 5 years. 
c. Depletion, for E&P, must be computed using the cost depletion method. 
d. The percentage completion method of accounting for long-term contracts is required for E & P 
purposes. 
e. Intangible drilling costs, for E&P, are amortized over 60 months. 
f. Mine exploration and development costs, for E&P, are amortized over 120 months. 
C. Summary: E & P measures the earnings of the corporation that are treated as being available for distribution 
to shareholders as dividends. 
D. Current versus Accumulated E&P 
1. Current E & P is determined by making a series of adjustments to the corporation’s taxable income in 
the current year. 
2. Accumulated E & P is the total of all previous years’ current E & P, since February 28, 1913, as 
computed on the first day of each tax year, reduced by distributions made. 
3. Current E&P is allocated on a pro rata basis to distributions made during the year. 
4. Accumulated E & P is applied, to the extent necessary, in chronological order beginning with the 
earliest distribution. 
E. Allocating E&P To Distributions 
1. Ifcurrent E & P is positive and accumulated E & P is positive, the distribution is a dividend. 
2. Ifcurrent E & P is positive and there is a deficit in accumulated E & P, the distribution is a dividend to 
extent of current E&P. 
3. Ifthere is.a deficit in current E&P and accumulated E & P is positive, the accounts are netted. 
a. — If positive, distribution is a dividend, to the extent of the balance. 
b. Ifnegative, distribution is a return of capital. 


Ill. DIVIDENDS 
A. General Rules 
1. Corporations are permitted a dividends-received deduction. 
2. “Qualified dividends” received by individuals are subject to a reduced tax rate. This provision sunsets 
in 2010. 
B. Qualified Dividends 
1. Qualified dividends received by individuals are generally subject to a 15% tax rate (from 2008 through 
2010, qualified dividends are exempt from tax if the taxpayer is in the 10% or 15% tax bracket). - 
2. Qualified dividends are dividends paid to individuals by either domestic or certain foreign corporations. 
a. Dividends paid to shareholders who hold both long and short positions do not qualify. 
b. The stock on which the dividend is paid must be held for more than 60 days during the 120-day 
period beginning 60 days before the ex-dividend date. The ex-dividend date is typically 2 a 
before the date of record on a dividend. 
3. Qualified dividends are not considered investment income for purposes of the investment interest. 
expense deduction. However, taxpayers can elect to treat qualified dividends as ordinary income 
(subject to regular tax rates) and include them in investment income. 
C. Property Dividends 
1. Effect on the Shareholder 
a. The amount of the distribution is the fair market value of the property on the date of distribution, 
reduced by liabilities of the corporation assumed by the shareholder. 
b. As with a cash distribution, the portion of a property distribution covered by E & P is a dividend 
with any excess treated as a return of capital. 
c. The shareholder’s basis in the property is the si market value of the property on the date of 
distribution. 
2. Effect on the Corporation 
a. All distributions of appreciated property cause gain recognition. The property is phe as sold for 
its fair market value. 
b. On distributions of property having a tax basis in excess of its fair market value, the corporation 
cannot recognize a loss. 
c. If distributed property is subject to a liability in excess of basis, the fair market value of the 
~ property for determining gain on the distribution cannot be less than that liability. 
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Effect of Corporate Distributions on E&P 

a. E&P is reduced by the amount of money distributed. 

b. If property is distributed, E&P is reduced by the greater of the property’s fair market value or 
adjusted basis, less the amount of any liability distributed. 

c. E&P is increased by gain recognized on appreciated property distributions. 

d. Under no circumstances can a distribution generate or add to a deficit in E&P. 


C. Constructive Dividends 


if. 
2: 
2; 


4. 


A measurable economic benefit conveyed by a corporation to a shareholder (and not a dividend). 
Constructive distributions are, for tax purposes, treated the same as actual distributions. 

The constructive distribution is taxable as a dividend to the extent of the corporation’s current and 
accumulated E&P. 

Types of Constructive Dividends 

a. The most frequent constructive dividend situations are: 

shareholder use of corporate-owned property. 

bargain sale of corporate property to a shareholder. 

bargain rental of corporate property. 

payments for the benefit of a shareholder. 

unreasonable compensation. 

loans to shareholders. 

. loans to a corporation by shareholders. 


So bel ie 


D. Stock Dividends 


l. 
2. 


4. 
Js 


In general, stock dividends are not taxable if they are pro rata distributions on common stock. 
However, the Internal Revenue Code contains five exceptions to this general rule. In these situations, 
the stock dividend is taxable:. 

a. distributions payable either in stock or property. 

b. distributions of property to some shareholders and an increase in the proportionate interest of other 
shareholders in the assets or E&P of the distributing corporation. 

c. distributions of preferred stock to some common stock shareholders and common stock to other 
common shareholders. 

d. distributions of stock to preferred shareholders. However, changes in the conversion ratio of 
convertible preferred stock to account for a stock dividend or stock split are not taxable in some 
circumstances. 

e. distributions of convertible preferred stock, unless it can be shown that the distribution will not 
result in a disproportionate distribution. 

Effect on corporate E&P: 

a. Nontaxable stock dividends have no effect on E&P. 

b. Taxable stock dividends are treated the same as any other property distribution. 

If the stock dividend is taxable, the shareholder’s basis is fair market value. 

If the stock dividend is nontaxable, the shareholder’s basis in the stock is reallocated to all the shares. 


E. Stock rights are subject to the same rules as stock dividends for determining taxability. 


ee TAX PLANNING CONSIDERATIONS 
A. Corporation Distributions 


L. 


a 


An E & P account should be established and maintained because E & P is the measure of dividend 
income to shareholders. 
There is no statute of limitations on the computation of E&P. 


B. Qualified Dividends 


af 


2: 
af 


Since dividends are subject to lower tax rates, stock should not be used to fund retirement accounts 
(e.g., §401(k) and IRAs). These retirement accounts are not subject to tax and, therefore, receive no 
benefit from the reduced tax rates on qualified dividend income. 

The lower tax rates for capital gains apply for both regular and AMT purposes. 

Closely-held corporation planning will be significantly impacted. Shareholders will likely prefer 
dividends rather than salaries, interest, and other corporation-deductible payments. 


C. Constructive Dividends 


8 
ie 


Shareholders should try to structure their dealings with the corporation on an arm’s length basis. 
Dealings between shareholders and closely held corporations should be as formal as possible. 
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Section 301 — Property Distributions: Effect on the Shareholder 


Amount distributed equals FMV of property 
minus liabilities assumed and any liabilities to 
which the property is subject immediately 
before and after distribution. 


Pr re rr 


Is the [MV of the distribution 
greater than the corporation's existing 


; Is the existing U & P greater than : Is the distribution greater than the 
i the distribution amount? existing E & P, and is the distribution 


NO 


—p 


y 


Pr 
oan ee oneness ences ns: 

Po 

RU 


Senerresenscnscnrassscnsesssnsensencsnsausnesesuseses - less than the existing E & P plus the E & P plus the shareholders basis in 
shareholders basis in the stock the stock investment? 
investment? j f 


Treat all of the distribution covered Treatment: 
by existing E & P as dividend (1) Distribution covered by E & P is 
income, and the rest as return of dividend income 
capital (2) Return of capital until basis of 
stock investment is zero 
(3) Remainder is capital gain 


Treat the entire distribution as 
dividend income 


Basis of property assumed by the 
shareholder: 


FMV of the property on the 
distribution date. 


pare 4) 
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Section 311 — Property Distributions: Effect on the Corporation 


: Is gain or loss recognized? 


? Does distribution affect E & P? 


H 
‘Peceneesnrasenneneenesenenesauesasensesnesss eee 


NS Is property subject to liability in 


excess of basis? 


Does the tax basis exceed FMV? 


Is it appreciated property? 


Recognize gain; FMV means rot 
less than liability 


Recognize gain as if property were 
sold for FMV on distribution date. 


No loss is recognized. 


E & P is increased by gain 
recognized 


E & P reduced by amount of money 
and the greater: FMV or adjusted 
basis less any liability. 


Limitations on E & P: no 
distribution may generate or add to a 
deficit in E & P 
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Section 305 — Stock Dividends 


Shareholder receives a stock dividend 
or rights to acquire stock. 


Was the distribution payable in either stock or 
property at the option of shareholders? 


sides 


Did it result in a receipt of property (cash) by 
some shareholders and an increase in assets or 
E & P to others (stock dividend)? 


Did some common shareholders receive common 
stock and others receive preferred? 


Was it a distribution on preferred stock other than Include in gross income 
an increase in the conversion ratio of convertible of shareholder. 
preferred stock made solely to take in account of 
a stock dividend or split into which it is 


convertible? 


Did the distribution of convertible preferred stock 
result in a disproportionate distribution? 


Stock dividend is not included in gross income 
of shareholder. 
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TEST FOR SELF-EVALUATION—CHAPTER 5 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


{i 


F 


e 


Gem Corporation has two classes of stock, Class A common and Class B preferred. Class B preferred stock 
cannot be converted into Class A common stock. If Gem declares a common stock dividend on the Class A 
stock pro rata among the shareholders, Class A shareholders must include the dividend in gross income. 


The current earnings and profits of a corporation at the time of a distribution by the corporation, do not 
necessarily determine whether the distribution is a taxable dividend. 


Generally, a shareholder will not include in gross income a distribution of stock or stock rights in a 
corporation if it is a distribution on preferred stock. 


If a corporation distributes property subject to a liability which is greater than the property’s adjusted basis, 
the fair market value of the property is treated as not less than the liability assumed or acquired by the 
shareholder. 


A shareholder holding solely common stock does not include a distribution of common stock in gross 
income if other common shareholders received preferred stock in the same distribution. 


Corporation Y has a dividend reinvestment plan that allows its shareholders to use its dividends to buy more 
shares of stock in Corporation Y rather than receiving the dividend in cash. If shareholder W uses his 
dividends to buy more stock at a price equal to its fair market value, he does not report the dividends as 
income. 


A shareholder does not include in gross income a distribution of stock or rights to acquire stock in the 
distributing corporation if any shareholder may elect to receive money in lieu of the stock or rights. 


Generally, additional shares of stock received from nontaxable stock dividends or stock splits results in a per 
share reduction in the basis of the original stock. 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


ie 


The key factor in determining whether a dividend has in fact been paid is the measure of 


conveyed to the shareholder. 


Distributions by a corporation are presumed to be 


unless the parties can prove otherwise. 


When stock dividends are taxable, the basis to the shareholder-distributee is the 


The rules for determining the taxability of 


are identical to those for determining 


taxability of stock dividends. 
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Multiple Choice 


Choose the best answer for each of the following questions. 


1. Cavalier, a calendar year C corporation, had accumulated earnings and profits of $30,000 as of January 1, 
2010. On April 1, 2010, Cavalier distributed $55,000 in cash to Cavalier’s sole shareholder. For 2010, 
Cavalier had earnings and profits of $20,000. The shareholder’s adjusted basis in Cavalier’s’stock was 
$12,000 before the distribution. As a result of this distribution, what is the amount of the shareholder’s 
ordinary dividend income and return of capital? 


Dividend Income Return of Capital 
a. $50,000 $ 5,000 
b. $55,000 $0 
G: $30,000 $25,000 
d. $50,000 $12,000 


2. Badger Corporation had $64,000 of earnings and profits before accounting for the following distributions to 
its sole shareholder: 


Cash $25,000 
Real Estate: Adjusted basis 70,000 
Fair market value 98,000 
Subject to a mortgage of 40,000 


The shareholder assumes the $40,000 mortgage on the property. Without considering Federal income taxes, 
what is the net reduction to Badger’s earnings and profits? 


a. $28,000 
b. $55,000 
c. $64,000 
d. $68,000 


3. On July 1, 2010, Rose, Inc. (a calendar year C corporation), distributed an auto used 100% in its business to 
its sole shareholder. At the time of the distribution, the auto, which originally cost $18,000, had an adjusted 
basis of $6,000 and a fair market value of $5,000. There were no liabilities attached to the auto. No other 
distributions were made during 2010. As of January 1, 2010, Rose’s earnings and profits were $8,000. By 
what amount will Rose reduce its earnings and profits as a result of the distribution of the auto? 


a. $3,000 
b. $4,000 
c. $5,000 
d. $6,000 


4. Terre Corporation distributed depreciable personal property having a fair market value of $9,500 to its 
shareholders. The property had an adjusted basis of $5,000 to the corporation. Terre had correctly deducted 
$3,000 in depreciation on the property. What is the amount of Terre’s tota/ recognized gain on the 
distribution and how much of this gain will be considered ordinary income? 


Total Gain Recognized Ordinary Income 
a. $4,500 $0 
b. $4,500 $3,000 
ree $4,500 $4,500 
d. $9,500 $0 
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5. Noble, Inc. (a calendar year accrual-basis C corporation), distributed shares of Reitz Corporation stock to 
Noble’s employees in lieu of salaries. The salary expense would have been deductible as compensation if 
paid in cash. On the date of the payment, Noble’s adjusted basis in the Reitz Corporation stock distributed 
was $25,000 and the stock’s fair market value was $85,000. What is the tax effect to Noble, Inc.? 


a. $25,000 deduction 
b. $25,000 deduction; $60,000 recognized gain 
c. $85,000 deduction 
d. $85,000 deduction; $60,000 recognized gain 
6. For 2010, Roberts Corporation had a beginning balance of unappropriated retained earnings of $100,000 and 


net income per books of $125,000. During 2010, it paid cash dividends of $60,000 and had a loss on sale of 
securities of $3,600. What is its ending balance of unappropriated retained earnings for 2010? 


a. $225,000 
b. $174,600 
c. $171,000 
d. $165,000 


7. Camden, Inc., a calendar year C corporation that began conducting business in 1985, had accumulated 
earnings and profits of $20,000 as of January 1, 2010. On October 1, 2010, Camden distributed $25,000 in 
cash to Beaufort, Camden’s sole shareholder. Camden had a $20,000 deficit in earnings and profits for 2010. 
Beaufort had an adjusted basis of $8,000 in his stock before the distribution. What is the amount of 
Beaufort’s ordinary dividend income and capital gain as of the date of the distribution? 


Dividend Income Capital Gain 
a. $  -0- $25,000 
Bay = 2 425,000 $  -0- 
c $ 5,000 $12,000 
d. $ 5,000 $ 8,000 


8. Elk Corporation (a calendar year C corporation), had accumulated earnings and profits of $60,000 as of 
January 1, 2010. Elk had an operating loss of $70,000 for the first 6 months of 2009, but had earnings and 
profits of $6,000 for the entire tax year 2010. Elk distributed $15,000 to its shareholders on July 1, 2010. 
What portion of the $15,000 distribution would be an ordinary dividend? 


a. $15,000 
b. $10,600 
c. $6,000 
d. $0 


9: Ball, a calendar year C corporation, had accumulated earnings and profits of $50,000 as of January 1, 2010. 
Ball had a deficit in earnings and profits for 2010 of $65,000. Ball distributed $25,000 to its shareholders on 
July 1, 2010. What is Ball Corporation’s accumulated earnings and profits as of December 31, 2010? 


a. $0 

b. ($15,000) 
c. ($32,500) 
d. ($40,000) 
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Which of the following statements is correct? 

a. Stock dividends are distributions made by a corporation of another corporation’s stock. 

b. In computing basis for new stock received as a result of a nontaxable dividend, it is immaterial whether 
the stock received is identical or not to the old stock. 

c. Ifastock dividend is taxable, the basis of the old stock does not change. 


d. Ifyou receive nontaxable stock rights and allow them to expire, you have a loss equal to the fair market 
value of the rights. 


E-Z Corporation, which has a dividend reinvestment plan, paid dividends of $20 per share during 2010. 
Carlos, who owned 100 shares of E-Z Corporation prior to the distribution, participated in the plan by using 
all the dividends to purchase 20 additional shares of stock. He purchased the stock for $100 per share when 
the fair market value was $125 per share. How much dividend income must Carlos report on his 2010 
income tax return? 


a. $2,500 
b. $2,000 
c. $500 
d. $0 


In 2008, Cherie purchased 100 shares of preferred stock of Donald Corporation for $5,000. In 2010, she 
received a stock dividend of 20 additional shares of preferred stock in Donald. On the date of the 
distribution, the preferred stock had a fair market value of $40 per share. What is Cherie’s basis in the new 
stock she received as a result of the stock dividend? 


a. $1,000 
b. $833 
c. $800 
d. $0 


In 2008, Corey bought 200 shares of ABC stock at $10 a share. In 2009, Corey bought an additional 100 
shares of ABC stock at $20 a share. In 2010, ABC declared a 2-for-1 stock split. How many shares of ABC 
stock does Corey own and what is the basis of the stock? 

a. 400 shares at $5 a share and 200 shares at $10 a share 

b. 400 shares at $10 a share and 200 shares at $20 a share 

c. 200 shares at $20 a share and 100 shares at $40 a share 

d. 600 shares at $6.67 per share 


In 2008, Nancy bought 100 shares of Trauna, Inc. for $5,000 or $50 a share. In 2008, Nancy bought 100 
shares of Trauna stock for $8,000 or $80 a share. In 2010, Trauna declared a 2-for-1 stock split. Nancy sold 
50 shares of the stock she received from the stock split for $2,000. She could not definitely identify the 
shares she sold. What is the amount of Nancy’s net capital gain from this sale for 2010? 


ase bO 


b. $750 
Caren l,O25 
d. $2,000 
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In its financial statements for 2010, JD Corporation showed $307,000 of pre-tax accounting income. Indicate any 
adjustments for the following recorded transactions and determine JD Corporation’s taxable income and net increase 
(decrease) in E&P for the year (assume book depreciation equals E&P depreciation). 


Pre-tax accounting income: 


4 


Insurance Premium Expense: 

a. fire & casualty 

b. employee group life 
(employee named beneficiary) 

c. term life on John Doe, Pres. 
(JD Corp. is beneficiary) 


. Interest Income: 


a. University City bonds 
b. CD, National Bank 


. Dividend Income: 


a. Fuji Photo, Tokyo 
b. Sears Roebuck, Chicago 


. Charitable Contributions: 


a. United Way 
b. bowling team shirts 
c. University City Park District 


(unimproved land, FMV $50,000; 


cost $35,000) 


. Depreciation 
(straight-line for book, accelerated for tax) 


. Dividend Payments: 


a. cash $20,000 


b. common stock, 1 for 3 
$12 par value 


TAXABLE INCOME 


7. Federal Income Taxes: 


NET CHANGE IN E & P 


Per Book 


$307,000 


15,000 


20,000 


7,000 


15,000 
10,000 


3,000 


8,000 | 


7,000 
350 


35,000 


40,000 


Taxable 
Income E&P 


$70,000 
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SOLUTIONS TO CHAPTER 5 QUESTIONS 


True or False 


if. F (p. 5—16; under §305(a), the pro rata stock distribution of Gem’s Class A common stock on the Class A 
common stock is excluded from the shareholder’s gross income) 

2. T (p. 5—7; current E&P is determined at the end of tax year, not at the time of the distribution) 

3h. F (p. 5—17; under Section 305(b)(4), distributions on preferred stock are generally taxable) 


4. T (p. S—12; under §311(b), the FMV of property distributed is treated as being not less than the amount of any 
liability assumed by the shareholder) 

3) F (p. S—16; under §305(b)(3), a distribution of preferred stock to some common shareholders and a 
contemporaneous distribution of common stock to other common shareholders are taxable; the distribution 
changes the proportionate common interest) 

6. F (p. 5-16; under §305(b)(2), if W takes advantage of Y’s dividend reinvestment plan and increases his 
proportionate interest in Y (relative to those shareholders that receive a cash distribution), the distribution is 
taxable; he is using dividend income to purchase additional stock) 

tb: F (p. 5—16; under §305(b)(1), a distribution of either property or stock (at the election of the shareholder) is a 
taxable distribution; it has the ability to alter proportionate interests) 

8. T (p. 5-16; under §305(a), the basis of the old stock is allocated on a pro rata basis to the old stock and the new 
stock (or stock rights) under §307(a); this allocation effectively reduces the tax adjusted basis per share of the 
old stock) 


Fill in the Blanks 


1 economic benefit (p. 5—3; corporate distributions are presumed sourced out of corporate E&P, but this 
presumption is rebuttable; computing the amount distributed (the economic benefit conveyed) is a key element in 
the taxation of corporate distributions) 

2: dividends (p. 5—2; corporate distributions are presumed to be sourced out of corporate E&P) 

=F fair market value (p. S—16; under §305(b), if the distribution is taxable, the shareholder’s adjusted basis of the 
stock acquired is the stock’s fair market value at the time of the distribution) 

4. stock rights (p. 5—18; stock rights are included within the scope of §305) 


Multiple Choice 


iW a (p. 5—7; the aggregate amount of Cavalier’s current and accumulated E&P is $50,000 ($20,000 + $30,000); 
Cavalier’s sole shareholder has dividend income of $50,000 and a nontaxable return of capital of $5,000; the 
$5,000 return of capital reduces the basis of the shareholder’s stock from $12,000 to $7,000) 

ze b (p. S—11; corporate distributions reduce E&P by (1) the amount of money distributed and (2) the greater of (a) 
the fair market value of the property or (b) the adjusted basis of property, less the amount of any liability 
distributed; Badger’s E&P is increased by $28,000 of gain ($98,000 -$70,000) and decreased by (a) $25,000 
(cash distribution) and (b) $58,000 (the property distribution of $98,000 less the mortgage of $40,000). Thus, 
Badger has decreased its E&P by $55,000 ($25,000 + $58,000 - $28,000) from $64,000 to $9,000) 


Be d (p. 5—12; as a result of the property distribution, Rose’s E&P is decreased by the greater of the property’s (a) 
FMV ($5,000) or (b) adjusted basis ($6,000); E&P is reduced by $6,000 (from $8,000 to $2,000) 
4. b (p. 5—12; under §311(b), distributions of appreciated property generate gain to the distributing corporation 


(FMV less adjusted basis); total gain: $9,500 - $5,000 = $4,500; depreciation recapture is ordinary income 
($3,000 of depreciation claimed generates ordinary income)) 
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d (p. 5—12; the transfer to Noble employees of appreciated property in satisfaction of a corporate debt does not 
constitute a distribution; Noble recognizes a gain of $60,000 ($85,000 - 25,000) and an ordinary salaries expense 
deduction of $85,000) 

d (p. 5—7; beginning balance + net income per books - dividends Ba = $165,000; the securities loss would have 
been included in net income per books) 

c (p. 5—9; when there is accumulated E&P (but a deficit in current E&P) accumulated E&P is netted with an 
estimate of current E&P at the time of the distribution; accumulated E&P ($20,000) less estimated current E&P 
deficit (3/4 x $20,000 = $15,000) = $5,000; the $25,000 distribution is a $5,000 dividend, then a return of capital 
(to the extent of stock basis -$8,000, then a capital gain ($12,000)) 

a (p. 5—7; the aggregate amount of Elk’s current and accumulated E&P is $66,000 ($60,000 + $6,000); the 
$15,000 distribution is treated as a dividend) 

c (p. 5—8; when there is accumulated E&P (but a deficit in current E&P) accumulated E&P is netted with an 
estimate of current E&P at the time of the distribution; accumulated E&P ($50,000) less estimated current E&P 
deficit (1/2 x $65,000 = $32,500) = $17,500; $17,500 of the July 1, 2010 distribution is treated as a dividend; the 
July 1, 2010 balance of E&P is zero; at December 31, 2010, the current E&P is $32,500 (1/2 x $65,000) 

c (S—16; for taxable stock dividends, basis is FMV and the basis of old stock does not change; a stock dividend is 
a distribution of a corporation’s own stock; if new stock is received via a stock dividend, the basis of the old 
stock is allocated based on relative FMV’s; the basis of the old stock is not allocated between the new stock 
rights and the old stock if the new stock rights expire) 

a (p. 5—17; Carlos takes advantage of E-Z’s dividend reinvestment plan and increases his proportionate interest 
in E-Z (relative to those shareholders that received a cash distribution) by receiving 20 additional shares in E-Z 
with a fair market value of $125 per share; under §305(b)(2), the distribution amount ($2,500; 20 x $125) is 
taxable to Carlos) 

c (p. 5—17; distributions of stock to preferred shareholders are taxable; Cherie received a stock dividend of 20 
additional shares of Donald preferred stock with a fair market value of $40 per share; Cherie’s adjusted basis in 
the 20 additional shares is her fair market value of $800 (20 x $40)) 

a (p. 5-17; under §305(a), the basis of the old stock is allocated on a pro rata basis to the old stock and the new 
stock (or stock rights) under §307(a); basis is reallocated: $2,000 over 400 shares ($5 per share) plus $2,000 over 
200 shares ($10 per share)) 

b (p. 5-17; without specific identification, FIFO applies: 50 shares at $25 per share = $1,250 basis; $2,000 
proceeds - $1,250 basis = $750 gain) 
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Comprehensive Problem 
TAXABLE INCOME: For taxable income, adjust $307,000 of book income by: 


] + $7,000 expense to produce tax-exempt income (life insurance proceeds) 

2: — $15,000 tax-exempt municipal bond interest 

Bh — $5,600 dividends-received deduction (70% of $8,000; unrelated, domestic corporation) 

4 + $10,900 tax charitable contribution before limitation is-$57,000 ($7,000 + 50,000); the $350 could be 


deducted as a promotional expense; the 10% limitation is applied to taxable income before the 
dividends-received deduction or any charitable contribution deduction; taxable income for this 
purpose is $311,000 ($307,000 + $7,000 — $15,000 + $42,000 (book contributions) — $30,000); 
as a result, the maximum charitable contribution is $31,100 ($311,000 x 10%); a charitable 
contribution carryover of $36,900 results; Schedule M-1 adjustment is $10,900 ($42,000 — 


$31,100) 
oy; — $30,000 net change in depreciation 
6. $ 274,300 TAXABLE INCOME 
hi $ 90,227 TAX LIABILITY: .15($50,000) + .25($25,000) + .34($25,000) + .39($174,300) 


CURRENT EARNINGS & PROFITS: For E&P, adjust $274,300 of taxable income by: 


Li — $7,000 expense to produce tax-exempt income (life insurance proceeds) 

2 + $15,000 tax-exempt municipal bond interest 

ah + $5,600 dividends-received deduction 

4. — $25,900 additional charitable contribution ($57,000 allowable tax charitable contribution 
less $31,100 regular tax deduction) 

=) + $30,000 net change in depreciation (E&P depreciation is same as book depreciation) 

he — $90,227 federal income tax 

$ 201,773 CURRENT E&P 
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CHAPTER 6 
Corporations: Redemptions 
and Liquidations 


LEARNING OBJECTIVES 


After completing Chapter 6, you should be able to: 

Identify the stock redemptions that qualify for sale or exchange treatment. 

Understand the tax impact of stock redemptions on the distributing corporation. 

Recognize the restrictions on sale or exchange treatment for certain redemption-like transactions. 

Understand the tax consequences of complete liquidations for both the corporation and its shareholders. 
Understand the tax consequences of subsidiary liquidations for both the parent and the subsidiary corporation. 
Identify planning opportunities available to minimize the tax impact in stock redemptions and complete 
liquidations. 


era Reaaliped = 


KEY TERMS 


Attribution ; Meaningful reduction test Preferred stock bailout 
Complete termination redemption Not essentially equivalent Redemption to pay death taxes 
Corporate liquidation redemption Section 338 election 
Disproportionate redemption Partial liquidation Stock redemption 


OUTLINE 


I. STOCK REDEMPTIONS—IN GENERAL 
A. A stock redemption is a corporate distribution of property in exchange for a shareholder’s stock. 
B. Only a qualifying stock redemption is treated as a sale or exchange for tax purposes; other redemptions are 
treated as distributions. 
1. Qualifying stock redemptions are defined in the Code. 
2. Generally, a qualified stock redemption occurs when there is a substantial reduction in the shareholder’s 
ownership interest. 


Il. STOCK REDEMPTIONS—SALE OR EXCHANGE TREATMENT 
A. Generally, noncorporate shareholders will prefer to have a stock redemption treated as a sale or exchange 
rather than as a dividend distribution. 
1. Exchange treatment results in the tax-free recovery of basis and capital gains that can be used to offset 
capital losses (with any excess taxed at preferential rates). 
B. Corporate shareholders normally will prefer to have a stock redemption treated as a dividend. 
1. Corporations have a dividends-received deduction, but no preferential tax rate on a net capital gain. 
C. Currently, five types of stock redemptions qualify for sale or exchange treatment. Distributions: 
1. not essentially equivalent to a dividend. 
2. substantially disproportionate in terms of shareholder effect. 
3. incomplete termination of a shareholder’s interest. 
4. to noncorporate shareholders in partial liquidation of a corporation. 
5. to pay a shareholder’s death taxes. 
Stock Attribution Rules 
i. In determining whether a distribution qualifies as a redemption, specific stock attribution rules must be 
applied. These rules treat a shareholder as the owner of stock held by certain related parties, in addition 
to the stock owned personally. 


Dz. 
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2. Foran individual redeeming stock, the following are related parties: 

a. family: all stock owned by a spouse, children, grandchildren, and parents is deemed to be owned by 
the individual. 

b. partnership: a partnership’s stock interest times the partner’s proportionate share in the partnership 
is deemed owned by the individual partner. 

c. estate or trust: an estate or trust’s stock interest times the beneficiary’s proportionate interest in the 
estate or trust is deemed to be owned by the individual beneficiary. 

d. corporation: if a more than 50% shareholder, a corporation’s stock interest times the share-holder’s 
proportionate interest in the corporation is deemed to be owned by the individual shareholder. 

3. Stock attribution rules also apply to partnerships, estates, trusts,and corporations redeeming stock: 

a. partnership: stock owned by a partner is deemed 100% owned by the partnership. 

b. estate or trust: stock owned by a beneficiary is deemed 100% owned by the estate or trust. 

¢. corporation: stock owned by a 50% or more shareholder is deemed 100% owned by the 
corporation. 

Not Essentially Equivalent Redemptions (§302(b)(1)) 

1. There is no objective test. Each case is resolved on a facts and circumstances basis. 

2. A meaningful reduction in the shareholder’s proportionate ownership must take place. 

3. A decrease in the redeeming shareholder’s voting control is considered the most important factor in 
determining whether or not a meaningful reduction has occurred. 

Disproportionate Redemptions (§302(b)(2)) 

1. An objective two-part test is used to determine whether the distribution qualifies as a redemption. 

2. After the distribution, the shareholder must own /ess than 80% of the interest owned in the corporation 
before the redemption. 

3. After the distribution, the shareholder must own Jess than 50% of the total combined voting power of 
all classes of stock entitled to vote. 

Complete Termination Redemptions (§302(b)(3)) . 

1. A distribution that completely terminates a shareholder’s entire stock interest will qualify for exchange 
treatment. 

2. Family attribution rules do not apply if both of the following conditions are met: 

a. the former shareholder has no interest, other than as a creditor, in the corporation for at least 10 
years after the redemption and 

b. the former shareholder files an agreement to notify the IRS of any acquisition of a prohibited 
interest acquired within the 10-year period. 

3. The former shareholder may reacquire an interest in the corporation through a bequest or inheritance 
but in no other manner. 

Redemptions in Partial Liquidation (§302(b)(4)) 

1. A noncorporate shareholder is allowed exchange treatment when the distribution is not essentially 
equivalent to a dividend. 

2. The not essentially equivalent to a dividend requirement tests the effect of the distribution on the 
corporation, not the shareholder; there must be a genuine contraction of the business of the corporation 
(there is no objective test for a “genuine contraction”). 

3. A safe-harbor rule, the termination of an active business test, has objective requirements. A distribution 
will qualify as a partial liquidation if the following conditions are met: 

a. the corporation has two or more businesses that have been in existence for at least 5 years (a 
“qualified business’’), 

b. the corporation terminates one qualified business while continuing another qualified business, and 

c. the terminated business was not acquired in a taxable transaction within the 5-year period. 

4. Any distribution must be made within the taxable year in which the plan is adopted or within the 
succeeding taxable year. 

Redemptions to Pay Death Taxes (§303) 

1. A redemption which qualifies as a redemption to pay death taxes is not subject to the not essentially 
equivalent to a dividend or substantially disproportionate tests. 

2. The value of the stock in the gross estate of a decedent must exceed 35% of the value of the adjusted 
gross estate. 

3. The distribution is limited to the sum of death taxes, funeral, and certain estate administration expenses. 
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Ill. EFFECT ON THE CORPORATION REDEEMING ITS STOCK 
A. If appreciated property is distributed as part of the redemption, the corporation must recognize the gain. 
Losses, however, are not recognized. 
B. The E&P account of a corporation is reduced by the lesser of (1) the fair market value of the property 
distributed or (2) the ratable share of the E&P attributable to the stock redeemed. 


LV: STOCK REDEMPTIONS—ADDITIONAL LIMITATIONS 
A. Redemptions that do not qualify for exchange treatment as provided for in the Code are considered 
dividends to the extent of the corporation’s E&P. 
B. The Preferred Stock Bailout 


Li 


2 


Clever taxpayers devised a scheme to bail out corporate profits. 

a. A corporation would issue a nontaxable, nonvoting preferred stock dividend on common stock. 
b. The shareholder would assign a portion of his common stock basis to the preferred stock. 

c. The shareholder would then sell the preferred stock to a third party. 

The sale of the preferred stock bailed out corporate profits as capital gains without reducing the 
shareholder’s percentage ownership of the corporation. 


C. The Code Solution: Section 306 


Is 


2. 


Se 


4. 
>. 


6. 


The shareholder has ordinary income on the sale equal to the fair market value of the preferred stock on 
the date of the distribution. 

However, the ordinary income amount is limited to the amount that would have been a dividend had the 
corporation distributed cash in lieu of stock. 

The ordinary income is not a dividend and, therefore, does not reduce the corporation’s E&P. However, 
the ordinary income is treated as a “qualified dividend” and taxed at a rate of 15% (or 5%). 

No loss is recognized on the sale of the preferred stock by the shareholder. 

Section 306 does not apply to stock sales that terminate the shareholder’s entire stock interest (using the 
§318 attribution rules) or result from the complete liquidation of the corporation. 

If the preferred stock is redeemed by the corporation (instead of sold), the redemption proceeds 
constitute a §301 distribution (resulting in dividend income to the extent of corporate E & P on the date 
of the redemption). 


D. Section 306 Stock Defined 


hi 


z 


Section 306 Stock is stock other than common that is either: 

a. received as a nontaxable stock dividend, 

b. received tax-free in a corporate reorganization which is substantially the same as a stock dividend 
or received in exchange for §306 stock, or 

c. has a basis determined by reference to the basis of §306 stock. 

If a corporation has no E&P on the date of a nontaxable preferred stock dividend, the stock will not be 

§306 stock. 


E. Redemption Through Use of Related Corporations 


1; 


5 


When a shareholder controls two corporations and sells stock of one corporation to the other 

corporation, the sale may be treated as a redemption subject to the not essentially equivalent 

(§302(b)(1)) and disproportionate redemption (§302(b)(2)) rules. 

a. Control is 50% of the combined voting power or 50% of the total value of all classes of stock. 

b. Stock attribution rules apply in determining the degree of control. 

If one of the two qualified redemption rules are NOT satisfied, the exchange is treated as a taxable 

dividend to the extent of the corporations’ E&P. 

a. The taxable dividend first reduces the E&P of the acquiring corporation, then, if necessary, the 
E&P of the issuing corporation. 

b. The acquiring corporation treats the stock received as a contribution to capital, having the same 
basis as the transferring shareholder had. 

c. The individual’s basis in the stock of the acquiring corporation is increased by his basis in the stock 

surrendered. 
If one of the qualified redemption rules are satisfied, the sale is recast as a redemption of the stock of 
the acquiring corporation. 


F. Distribution of Stock and Securities of a Controlled Corporation 


ks 


Stock in an existing subsidiary corporation can be distributed to the shareholders of the parent tax-free, 
if the requirements of §355 are met. 
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LIQUIDATIONS 
A. A corporate liquidation occurs, for tax purposes, when a corporation ceases to be a going concern. 
B. Legal dissolution under state law is not required for Federal tax purposes. 


LIQUIDATIONS—EFFECT ON THE DISTRIBUTING CORPORATION 
A. A liquidating corporation recognizes gain or loss on the distribution of property. 
1. The property distributed is treated as if sold at its fair market value. 
2. Ifsubject to a liability, the fair market value cannot be less than that liability. 
B. Loss recognition is prohibited (or limited) in two situations: 
1. When distributions are made to related parties (a shareholder owning more than 50% of the 
corporation’s stock), or 
2. When “built-in loss” property is distributed. 
C. Losses are not allowed on distributions to related parties if either: 
1. the distribution is NOT pro rata or 
2. the property distributed is disqualified property. 
a. Pro rata means that each shareholder receives his or her share of each corporate asset. 
b. Disqualified property is property acquired by the corporation as a capital contribution or in a §351 
exchange during the five-year period before the liquidating distribution. 
D. “Built-in loss” property 
1. For property whose fair market value was less than its adjusted basis when transferred to the 
corporation (“built-in loss property”) and held for 2 years or less, it is assumed that the property was 
contributed to the corporation for the purpose of providing a loss. 
2. If this property is sold or distributed, the built-in loss is not allowed. 
3. Further, note that this rule applies to a broader set of transactions (sales or distributions) and a broader 
set of taxpayers (related or unrelated parties). 


LIQUIDATIONS—EFFECT ON THE SHAREHOLDER 

A. Generally, gain or loss is recognized as though the shareholder sold his or her stock. 

B. The shareholder’s gain recognition on the receipt of notes from corporate installment sales of capital assets 
may be deferred and recognized as cash is received. 


LIQUIDATIONS—PARENT SUBSIDIARY SITUATIONS 
A. Ifa parent corporation liquidates a subsidiary under §332, no gain or loss is recognized by the parent or by 
the subsidiary for property distributed to the parent. 
B. Section 332 requires all of the following: 
1. The parent must own at least 80% of the subsidiary’s voting stock and 80% of the value of the 
subsidiary’s stock on the date the plan of liquidation is adopted and thereafter until all property is 
distributed. 


2. The subsidiary must distribute all its property within the taxable year or within 3 years from the close of 


the tax year when the plan was adopted and the first distribution was made. 
3. The subsidiary must be solvent. 
C. Minority Interests 
1. Distributions to minority shareholders cause gain, but not loss, recognition to the distributing 
corporation. 
2. The minority shareholder recognizes gain or loss as on a stock sale. 
D. Indebtedness of the Subsidiary to the Parent 
1. In general, the subsidiary does not recognize gain or loss on property transferred to the parent in a §332 
liquidation, even when the property is transferred to satisfy subsidiary debt held by the parent 
corporation. 
2. The parent corporation, however, recognizes gain or loss when property is received to satisfy a debt of 
the subsidiary (even if the property is received during the subsidiary’s liquidation). 
E. Basis of Property Received by the Parent Corporation—The General Rule 
1. Property received by the parent retains the same basis as it had in the hands of the:subsidiary. 
2. The parent’s basis in the subsidiary’s stock disappears. 
3. The parent acquires various tax attributes of the subsidiary including any net operating loss carryover, 
capital loss carryover, and E&P. 


_ 
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F. Basis of Property Received by the Parent Corporation—§338 Election 


i. 


fA: 


§338 permits the purchase of a controlling interest of stock to be treated as a purchase of the (new) 

subsidiary’s assets. 

To qualify, all of the following requirements must be met. 

a. Atleast 80% of the voting power and value must be acquired by the purchasing corporation. 

b. Acquisition takes place within a 12-month period beginning with the first purchase of stock. 

c. The stock must be acquired in a taxable transaction. 

d. The §338 election must be made by the 15th day of the 9th month after the month of the acquisition 
date. 

A §338 election is irrevocable. Liquidation of the subsidiary is not required. 
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TEST FOR SELF-EVALUATION—CHAPTER 6 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


T F 1. Liquidating distributions are, at least in part, one form of a return of capital, assuming the distributee has at 
least some adjusted basis in the stock. 


TF 2. A corporation will recognize a gain or loss on the distribution of its property to its shareholders in complete 
liquidation of the corporation, the same as if the corporation had sold the property to its shareholders at fair 
market value. 


TF 3. A proportionate distribution to a corporate shareholder by a corporation in partial redemption of stock, 
pursuant to a plan of partial liquidation, is treated as a dividend to the extent of earnings and profits of the 
distributing corporation. 


TF 4. When a corporation does not cancel redeemed stock but holds the stock in its treasury, the corporation will 
recognize a gain or loss on its retransfer or redistribution. 


TF 5. Corporation W has 2,000 shares of its only class of stock outstanding. Mr. D owns 1,500 shares and his son, 
Randy, owns 500 shares. W redeemed all 1,500 shares from Mr. D for $45,000. Mr. D kept his position in 
W as an officer and director. This redemption qualifies for capital gain treatment by Mr. D since all of his 
ownership in W has been terminated. 


TF 6. Corporation K distributed land use in its business to its shareholders in a qualified redemption of stock. At 
the time of the distribution, the land had an adjusted basis to K of $200,000, and a fair market value of 
$500,000. Corporation K does not recognize any gain on this distribution. 


T F- 7. Ina complete liquidation of a corporation, the character of a shareholder’s gain or loss is generally 
determined by the character of the asset(s) in the hands of the corporation before distribution to the 
shareholder. 


TF 8. The gain or loss to a shareholder from a distribution in liquidation of a corporation is to be determined by 
comparing the amount of the distribution with the adjusted basis of the stock regardless of whether the 
distribution is in partial or complete liquidation of the corporation. 


T F 9. After a stock redemption, if a shareholder’s ownership percentage of all voting stock is less than 80% of his 
percentage of all voting stock held before the redemption, and the shareholder owns less than 50% of all 
voting stock of the corporation after the redemption, the redemption is considered substantially 
disproportionate. 


TF 10. In May 2010, Lion Corporation distributed property in proportionate redemption of its stock in partial 
liquidation. Lion distributed land to Peter, a 50% shareholder. Lion distributed a building to Black 
Corporation, a 50% shareholder. The distribution was NOT essentially equivalent to a dividend and was 
made pursuant to a plan adopted in March 2010. With respect to Peter and Black, this transaction meets the 
requirements of Section 302 and would be treated as a distribution of corporate assets in exchange for stock. 


TF 11. Under the constructive ownership rules that apply to a stock redemption, a waiver of family attribution may 
qualify a redemption for exchange treatment. 
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Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


if 


Generally, in the application of Section 332 to the liquidation of a subsidiary by a parent corporation, the 


property received by the parent carries the basis in the hands of the parent as it did in the 
hands of the subsidiary. 
Section 332 apply to an insolvent subsidiary. 


The effect of Section 338 is to give the assets acquired by a parent corporation in the liquidation of its subsidiary 
the basis as the stock which the parent held in the subsidiary. 


Section 306 was enacted to preclude individuals from pulling earnings out of a corporation via the 
Stock redemptions which qualify for exchange treatment include distributions that are: 


to a dividend, , in 
of a shareholder’s interest and, to pay 


A stock redemption is treated as “substantially disproportionate” if, after the distribution, the shareholder owns 
less than of his holdings prior to the distribution and less than of 
the combined voting power of all stock. 


A subsidiary does not recognize gain or loss on a liquidating distribution to a parent corporation that directly 
owns of the subsidiary’s stock. 


Multiple Choice 


Choose the best answer for each of the following questions. 


1. Under a plan of complete liquidation, Jayhawk Corporation distributed land, having an adjusted basis of 
$26,000, to its sole shareholder. The land was subject to a liability of $38,000 which the shareholder 
assumed for legitimate business purposes. The fair market value of the land on the date of distribution was 
$35,000. What is the amount of Jayhawk’s recognized gain or loss? 


a. $9,000 

b. $12,000 
c. ($3,000) 
d. ($29,000) 


2. Anne owned 1,000 shares of Oswego Corporation. Anne had purchased the stock in 1993 at $100 per share. 
Pursuant to Oswego’s plan of complete liquidation, Anne received land with a fair market value of $75,000 
and an adjusted basis to Oswego of $50,000 on December 1, 2010, and she received $50,000 cash on 
January 15, 2011. The distributions resulted in complete liquidation of Oswego Corporation. What is the 
amount of Anne’s long-term capital gain for 2010 and 2011? 


2010 2011 
a. $0 $0 
b. $12,500 $12,500 
fe $0 $25,000 
d. $15,000 $10,000 
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Barke Corporation had earnings and profits of $500,000 betore 

Burke, in partial liquidation, destributed having am adjusted 

marker sacarsisadenes St Achy for 95% of has inieocst cn Bek. Mic Aaiey's atuatell aie 

stock at the time of the distribution was $140,000- What is the emount of Burke Corporation’s recognred 

gain on (Sosa y? 

a W 

b. $5,000 

¢, (GWM) 

4, (50H) 

‘two unrelated individuals, Tom and Dave, own all the stock of Huskie Corporation. which Ras earnnes and 

profits of $400,000, Because of his inactivity in the business for the last seweral years. Tom has deciés to 

retire from the business completely and move to Hawaii. Accordmely, Huskie Corporation will redeem all 

the slack owned by Tom and, in return, Tom will receive 2 distribution of $500,000. Tom's adjuste: ess = 

the stock is #250,000, What will be the tax effect to Torn? 

4 WA00,000 dividend 

i W800,000 dividend 

6  RLO0,000 capital gain 

(280,000 capital gain 

Yiu (ay feceive a return of capital distribution based on your stock. All of the following are ruc exep 

4 A relurn of capital reduces the basis of your stock. 

li i hasis of your stock has been reduced to zero, report any additional remumm of capital as 
Capital lowe, 

& Any Po distribution you recerve is NOT taxable to you until you have recowered the bass of 
VOU Oek, 

d : Sain yer liquidating distributions you receive are less than the basis of your stock. you may iuve 2 

104, 


Kangen Conporation’s only class of stock is owned 2s follows: 


Matthew MIs 
anene, Matthew's sister Vy 
Matthiaw's and Oarene s father Lox 
Mattiiew's arid Oarene s grancfater 1s 


What is Matthew's divect and indwect tock ownerstup under the attribution mies for stack Redeniyions” 
& O% 
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8. Ann owned two blocks of Biddle Corporation stock which had the following characteristics: 


Block Shares Acquired Basis 
1 200 06/01/08 $20,000 
2 50 07/01/09 $12,500 


Ann’s two blocks of stock combined represented 10% of Biddle’s only class of stock outstanding. Pursuant 
to Biddle’s complete liquidation, Ann received a $50,000 cash distribution on December 1, 2010 in 
exchange for her 250 shares. Biddle’s earnings and profits balance immediately before any liquidating 
distribution was $50,000. What is the amount and character of Ann’s gain or loss? 


a. $50,000 dividend income 
b. $17,500 long-term capital gain 
c. $20,000 long-term capital gain and $2,500 short-term capital loss 
d. No gain or loss 

9. In 2010, Daring Corporation, pursuant to a plan of complete liquidation, distributed land acquired in 1999 to 
Maria, its sole shareholder. The land had a fair market value of $120,000, an adjusted basis to Daring of 
$90,000, and was subject to a liability of $125,000 which was assumed by Maria. Maria owned 500 shares 


of Daring which she had purchased in 1998 for $50,000. Daring does not qualify as a small business 
corporation. What is the character and the amount of the gain or (loss) recognized by Maria and Daring 


Corporation? 
Maria Daring Corporation 
a. $50,000 ordinary loss $30,000 ordinary gain 
b. $50,000 long-term capital loss $35,000 long-term capital gain 
c. $55,000 long-term capital loss $30,000 long-term capital gain 


d. $55,000 long-term capital loss $35,000 long-term capital gain 


10. Mouse Corporation owns as an investment, 10% of the stock of Salem Corporation with an adjusted basis of 
$4,000 and a fair market value of $44,000. Mouse uses the Salem stock to redeem approximately 1%, or 
$10,000 par value, of its own outstanding stock from unrelated, noncorporate shareholders. As a result of 
this transaction, Mouse must report gain of: 


a. $0 

b. _ $2,000 
c. $40,000 
d. $44,000 


11. Diana, the sole shareholder of Ancient Corporation’s only class of stock, owns 1,000 shares which she 
purchased in 1990. Diana’s basis in the stock is $2,000,000. During 2010, Ancient, which had earnings and 
profits of $5,000,000, redeemed 900 shares for $4,500,000. What is the amount and character of Diana’s 
gain? 

a. $4,500,000 dividend 
b. $4,500,000 capital gain 
c. $2,700,000 dividend 
d. $2,700,000 capital gain 
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SOLUTIONS TO CHAPTER 6 QUESTIONS 


True or False 


I: T (p. 5-25; as long as the shareholder has an adjusted basis in the stock, at least part of the distribution will be a 
return of capital) 

oF T (p. 5-20; generally, under §336(a), property distributions in a complete liquidation are treated as if the 
corporation sold the distributed property to the shareholder) 

3 T (p. 5—10; sale or exchange treatment in partial liquidations applies only to noncorporate shareholders) 

4. F (p. 5—12; treasury stock is not “property,” so this does not result in a gain or loss; it is merely a capital 
transaction) 

ay. F (p. 5-8; a complete termination must be tested using the §318 attribution rules (so Mr. D still owns 100% of W 


via his son’s interest); however, family attribution rules can be waived if the redeemed shareholder has no 
interest in the corporation other than as a creditor for at least 10 years; Mr. D continues as an officer and director 
of the corporation, so the family attribution rules may not be waived, and the redemption does not qualify for 
exchange treatment) 


6. F (p. 5—12; distributions of appreciated property generate gain to the distributing corporation under §311(b); K 
has a gain of $300,000 (FMV — adjusted basis)) 

fp F (p. 525; a complete liquidation is treated as a sale or exchange of the shareholder’s stock; the character of the 
gain is determined by the character of the stock in the hands of the shareholder) 

8. T (p. 5-4, 24; under §331(a) (or §302(a)); these distributions are treated as a sale or exchange of the 


shareholder’s stock) 
9. T (p. 5—7; this meets the safe-harbor of §302(b)(2)) 

10. F (p. 5-10; the distribution is proportionate (so §302(b)(2) does not apply), it is not essentially equivalent to a 
dividend (according to the question), and it is not a complete termination (under §302(b)(3)); under the partial 
liquidation rules (§302(b)(4)), sale or exchange treatment applies to only noncorporate shareholders, so Black 
would have a §301 distribution (and likely a dividend)) 

ibe T (p. 5-9; a §318 family attribution waiver is available for complete termination redemptions if the redeemed 
shareholder has no interest in the corporation for at least 10 years) 


Fill in the Blanks 


i same (p. 5—28; under §334(b), the adjusted basis of property received by the parent corporation is equal to the 
property’s adjusted basis in the hands of the distributing subsidiary) 

2. doesn’t (p. 5-26; the subsidiary must be solvent for §332 to apply) 

ay same (p. 5—28; if the parent makes a §338 election, the aggregate of the adjusted bases of the subsidiary’s assets 


will equal the parent’s adjusted basis in the subsidiary’s stock) 

4. preferred stock bail-out (p. S—15; on the sale of preferred stock to an outside party, the shareholder will have 
ordinary income) 

nf not essentially equivalent; substantially disproportionate; termination; shareholder’s death taxes (p. 5—S; 


§§302(b)(1) to (3) and 303) 
6. 80%; 50% (p. 5—7; §302(b)(2); the §318 attribution rules apply) 
1 80% or more (p. 5—26; §332, provided the subsidiary is solvent) 


Multiple Choice 


i; b (p. 5—20; the amount realized is $38,000 (the greater of (a) the fair market value of $35,000 and (b) the liability 
of $38,000 to which the land was subject); Jayhawk’s recognized gain is $12,000 ($38,000 amount realized less 
$26,000 adjusted basis) 
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c (p. 5-24; Anne’s original basis in the Oswego stock to be redeemed is $100,000 (1,000 X $100); Anne 
accounts for the fair market value of the land received on December 1, 2010 as a nontaxable return of capital 
(reducing her basis from $100,000 to $25,000); on January 15, 2011 (the date of the last distribution), the excess 
of the cash received of $50,000 over $25,000 (Anne’s adjusted basis) is gain from the sale or exchange of the 
stock 

b (p. 5-10; §302(b)(4) applies; the amount realized by Mr. Ashby is $150,000 (the fair market value of the land) 
and his recognized loss is $30,000 ($150,000 less his $180,000 basis). In addition, Burke recognizes a $15,000 
gain ($150,000 less its $135,000 basis) on the deemed sale of the land under §311(b)) 

d (p. 5-8; this is a §302(b)(3) complete termination redemption which qualifies as an exchange; the amount 
realized is $500,000 and Tom’s recognized gain is $250,000 ($500,000 less his $250,000 basis)) 

b (p. 5—24; any additional return of capital would be capital gain) 

a (p. 5—6; under the §318 attribution rules, family members include spouse, children, grandchildren and parents 
(not siblings or grandparents); Mathew owns directly and indirectly 65% of Ranger (40% directly plus 25% via 
Mathew’s father)) 

c (p. 5—12; all distributions of appreciated property generate gain to the distributing corporation under §311(b); 
the amount realized is $30,000 (the fair market value of the automobile) and Heritage’s recognized gain is 
$8,000 ($30,000 less its $22,000 basis)) 

c (p. 5—24; the Biddle stock is specifically identifiable, so the $50,000 amount realized ($200 per share X 250 
shares) must be allocated to each block of shares; Ann’s recognized gain on her Block | stock is $20,000 
($40,000 (200 X $200) less her $20,000 basis) and it is a long-term capital gain since she held the stock for more 
than 12 months; Ann’s recognized loss on her Block 2 stock is $2,500 ($10,000 (50 X $200) less her $12,500 
basis) and it is a short-term capital loss since she held the stock for less than 12 months) 

b (p. 5—20; under §§331(a) and 336(a), a complete liquidation results in gain or loss te the distributing 
corporation and shareholder; for Maria, the amount realized is $-0-(the fair market value of the land ($125,000) 
less the liability assumed (also $125,000)); Maria’s recognized loss is $50,000 ($-0-less her $50,000 stock basis) 
and it is a long-term capital loss since she held the stock for more than 12 months; for Daring, the amount 
realized is $125,000 (the greater of (a) the fair market value of $120,000 and (b) the liability of $125,000 to 
which the land was subject); Daring’s recognized gain is $35,000 ($125,000 less its $90,000 basis) and it is a 
long-term capital gain since the land was held for more than 12 months) 

c (p. 5-12; the amount realized is $44,000 (the fair market value of the Salem stock); Mouse’s recognized gain is 
$40,000 ($44,000 less its $4,000 basis); the Salem stock constitutes property) 

a (p. 5—5 to 5-7; this “redemption” is proportionate (Diana owns 100% of Ancient before and after the 
redemption); as a result, the distribution will not qualify for §302(b)(1) or (2) treatment; instead this is treated as 
a §301 distribution and will be a dividend to the extent of Ancient’s E & P; since Ancient has E&P of 
$5,000,000, the $4,500,000 constitutes a dividend to Diana) 
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CHAPTER 7 


Corporations: Reorganizations 


LEARNING OBJECTIVES 


After completing Chapter 7, you should be able to: 


Sa net 


Understand the general requirements of corporate reorganizations. 

Determine the tax consequences of a corporate reorganization. 

Explain the statutory requirements for the different types of reorganizations. 

Delineate the judicial and administrative conditions for a nontaxable corporate reorganization. 
Apply the rules pertaining to the carryover of tax attributes in a corporate reorganization. 
Structure corporate reorganizations to obtain the desired tax consequences. 


KEY TERMS 


Business purpose Long-term tax-exempt rate Section 382 limitation 
Consolidation Merger ‘ Spin-off 

Continuity of business enterprise Owner shift Split-off 

Continuity of interest test Ownership change Split-up 

Control Recapitalization Step transaction 
Equity structure shift Reorganization 


OUTLINE 


I. REORGANIZATIONS—IN GENERAL 
A. Types of reorganizations under Section 368 include: 
Type A: a statutory merger or consolidation; 
Type B: an exchange of stock for voting stock; 
Type C: an exchange of assets for voting stock; 
Type D: a divisive reorganization (a spin-off, split-off, or split-up); 
Type E: a recapitalization; 
Type F: a mere change in identity, form, or place of organization; 
Type G: an insolvent corporation reorganization. 


L, 


2 
4 
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mmary of Tax Consequences in a Tax-Free Reorganization 


The tax treatment virtually parallels the like-kind exchange provisions of Section 1031. 
Gain or Loss 


a. 


b. 


Generally, no gain or loss is recognized unless consideration other than stock or securities is 

received. 

If the target corporation receives other property along with stock or securities, it may recognize 

gain (but not loss) if it fails to distribute the other property. The recognized gain is the lesser of the 

fair market value of the property received or gain realized. 

1. If it distributes the other property to its shareholders, it will not recognize a gain. 

2. The target corporation may also recognize a gain if it distributes its own appreciated property 
to its shareholders. 

If the shareholders of the corporations involved receive cash or other property in addition to stock, 

the other property is considered boot; the recognized gain is the lesser of boot received or the 

realized gain. 

Any gain is treated as a dividend, to the extent of the shareholder’s pro rata share of the 

corporation’s E&P. Any remaining gain is generally a capital gain. The distinction between 

dividends and long-term capital gain may be less critical since the tax rate is the same for both. 

However, this distinction is important if the taxpayer has capital losses to offset. 

Losses are not recognized. 


7-1 
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f. Debt security holders have treatment similar to shareholders. Gain is recognized only when the 
principal amount of the debentures received is more than the debt securities given up. 

g. In general, a security is a debt instrument (e.g., a bond) with a term greater than 10 years. A debt 
instrument with a term less than 5 years (e.g., a note) generally is not a security. 

Basis 

a. The basis of property received by the acquiring corporation is the same basis as in the hands of the 
target increased by the amount of gain recognized by the target on the transfer. 

b. The basis of stock and securities surrendered carries over to the stock and securities received, 
decreased by the fair market value of boot received, and increased by the gain and dividend income 
recognized, if any. 


Il. TYPES OF TAX-FREE REORGANIZATIONS 
A. Type A 


i 


Type A reorganizations include statutory mergers and consolidations. 

a. A-merger is the union of two or more corporations. 

b. A consolidation occurs when a new corporation is created to take the place of two or more 
corporations. 

Advantages 

a. Type A reorganizations permit the greatest flexibility of any of the tax-free reorganizations, 
because the use of voting stock is not required. 

b. The use of money or property will constitute “boot,” which may require the recognition of a gain. 
However, this will not destroy the tax-free treatment if the continuity of interest test is satisfied: at 
least 50% of the consideration must be stock. 

c. There is no requirement that “substantially all” of the target’s assets be transferred to the acquiring 
corporation (as in a Type C reorganization). 

Disadvantages 

a. The reorganization requires a majority approval of all shareholders; dissenting shareholders have 
the right to have their shares appraised and bought (which can prove cumbersome and expensive). 
The acquiring corporation must assume all liabilities of the acquired corporation. 

c. The use of a subsidiary to acquire the stock of the target company may reduce these problems, 
since: 

1. only the board of directors’ approval is required (because the parent corporation is the majority, 
stockholder). 
2. the parent’s assets will be protected from target’s creditors. 


B. Type B 
IK 


Ps 
Coriype © 


| 
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Type B reorganizations require the exchange of stock for voting stock. 

a. The acquiring corporation must give up only voting stock (“solely stock’). 

b. After the exchange the acquiring corporation must own at least 80% of all classes of the target 
corporation’s stock (“control”). ; 

Voting stock must be the sole consideration; this requirement is strictly construed by the courts. 


Type C reorganizations require the exchange of substantially all the assets of the target corporation for 
the voting stock of the acquiring corporation. A limited amount of other property is also allowed. 

The target corporation must distribute the stock, securities, and other properties it receives in the 
reorganization, as well as its own properties to its shareholders. It then liquidates. 

Type C reorganizations have almost the same effect as Type A reorganizations (although the 
requirements for consideration are more restrictive with Type C). However, the acquiring corporation in 
a Type C reorganization may choose which liabilities of the target Corporation to assume. 


D. Type D 
iF 
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Acquisitive D reorganization 

a. The acquiring corporation transfers assets to the target corporation in exchange for control, 50%, of 
the target. 

b. All stock and property received by the acquiring corporation must be distributed to the acquiring 
corporation’s shareholders. 

c. The acquiring corporation is then liquidated. 
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2. Divisive D reorganization 
a. The acquiring corporation transfers assets to the target corporation in exchange for control, 80%, of 
the target. 
b. All stock received by the acquiring corporation must be Gshibated to the acquiring corporation’s 
shareholders as: 
1. a-spin-off: the shareholders do not give up any stock in the distributing corporation. 
2. a split-off: the shareholders exchange stock in the distributing corporation for stock in the new 
corporation. 
c. Ina split-up, the assets of one corporation are transferred to two or more new corporations, where: 
1. the stock of the new corporations is distributed to the transferor corporation’s shareholders. 
2. the transferor corporation is then liquidated. 
Type E 
1. E reorganizations are recapitalizations, an exchange of: 
a. bonds for stock. 
b. stock for stock. 
c. bonds for bonds. 
2. Potential tax consequences affect the shareholders, who exchange stock or securities, not tne 
corporation. 
Type F 
1. F reorganizations merely change the identity, form or place of organization. 
2. Because the surviving corporation is the same corporation as its predecessor, tax attributes carry over. 
3. F reorganizations are restricted to single operating corporations. 
4. AnF reorganization does not jeopardize a valid S election or §1244 stock status. 
Type G ' 
1. All or part of the assets of a debtor corporation are transferred to an acquiring corporation in a 
bankruptcy proceeding. 
2. The debtor corporation’s creditors must receive voting stock of the acquiring corporation in exchange 
for debt representing 80% or more of the fair market value of the debt of the debtor corporation 
3. The acquiring corporation must reduce tax attributes carried over from the bankrupt corporation in a 
specific order: net operating losses first, then general business credits, minimum tax credits, capital loss 
carryovers, and basis in property. However, the acquiring corporation may elect to reduce basis of 
depreciable property first. 


Ill. JUDICIAL DOCTRINES 


A. 
B. 


G 


F. 


Various judicially-created doctrines have become basic requirements of a tax-free corporate reorganization. 

Sound business purpose: the transaction must have economic consequences Berane to the businesses that 

go beyond tax avoidance. 

Continuity of interest: a shareholder must have substantially the same investment after the restructuring as 

before. 

1. This element is satisfied if shareholders of the target corporation receive stock in the purchasing 
corporation equal in value to at least 50% of all formerly outstanding stock of the target corporation. 

Continuity of business enterprise: the acquiring corporation must either continue the target corporation’s 

business or use a significant portion of the target’s assets in its businesses. 

The continuity of interest and business doctrines only apply to reorganizations that involve two or more 

corporations. 

1. Asaresult, these doctrines do not apply to Type E or Type F reorganizations. 

Step transaction: a series of transactions will be collapsed into a single step if they are interdependent. 


RY: TAX ATTRIBUTE CARRYOVERS 


A. 


B. 


Assumption of Liabilities 

1. The acquiring corporation’s assumption of target corporation liabilities does not constitute “boot” when 
determining gain recognition by corporations that are parties to the restructuring. 

2. Generally, liabilities are only problematic in Type C reorganizations. 

Allowance of Carryovers 

1. Section 381(c) lists specific tax attributes of an acquired corporation which can be carried over to a 
successor corporation. 

2. Only the A, C, acquisitive D, and G reorganizations are subject to the carryover limitation rules. 
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Net Operating Loss Carryovers 

1. An NOL carryover is permitted as a deduction of the successor corporation. 

2. The NOL cannot be carried back; it can only be used prospectively. 

3. Ownership Changes. If there has been an “ownership change,” Section 382 limits the amount of NOL 
that can be utilized each year by the successor corporation. 

Earnings and Profits 

1. E&P of an acquired corporation carries over to the successor corporation as of the date of the transfer. 

2. A deficit can only offset E&P accumulated after the date of the transfer. 

Other Carryovers 

1. Capital losses and excess tax credits carried over to the successor corporation are also limited if there is 
an ownership change for the loss corporation’s shareholders. 

The IRS can utilize §269 to disallow carryovers if a tax avoidance scheme is apparent. 


CHAPTER7 Corporations: Reorganizations 7-5 


TEST FOR SELF-EVALUATION—CHAPTER 7 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


a: 


F 


1. Generally, if a reorganization consists of only stocks and/or securities, there will no tax consequences to the 
security holders. 


2. The recognition of gain realized on a §368 reorganization is limited to the amount of cash received and the 
fair market value of other property. 


3. Even though a corporation distributes all the cash and securities it receives to its shareholders in a tax-free 
reorganization, it still must pay a tax to the Federal government. 


4. The Type B reorganization is restricted to the exchange of stock for assets. 
5. The effective control level which must be reached by the acquiring corporation in a Type B reorganization is 
at least 80% of the total combined voting power of all classes of stock entitled to vote, and at least 80% of 


the total number of shares of all other classes of stock of the corporation. 


6. A Type D reorganization is a mechanism through which a corporation can divide itself—that is, effect a 
spin-off, split-off, or split-up. 


ieee Type E reorganization is of significance to the shareholders only, and is of no consequence to the 
corporation. 


8. The IRS has ruled that if a reorganization qualifies as an A, C, or D reorganization, and at the same time as 
an F reorganization, Type F will prevail. 


9. A split-up involves three corporations, none of which are liquidated. 


10. Ina Type B reorganization, the assumption of a liability will not violate the “solely for voting stock” 
requirement. | 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


i 


Ze 


Section 382 limitations on NOL carryovers are triggered only if there is an or 
The §382 limitations apply if there has been a change of more than % in the ownership of the loss 
corporation. 


Earnings and profits and deficits carry over, but deficits reduce E&P only after 


In order to substantiate a reorganization as having a bona fide business purpose, it is practically mandatory to 
have a : of 


In an A-type reorganization, the use of a subsidiary to acquire another corporation requires compliance with 
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Multiple Choice 


Choose the best answer for each of the following questions. 


1. Green Corporation exchanges voting stock in Blue Corporation, its parent, for 91% of the stock in Yellow 
Corporation. This is an example of which type of reorganization? 


Type A 


b. Type B 

cz Type’C. 

d. Type D 

e. None of the above 

2. Jots Corporation is acquired in a merger with Tons Corporation. Tons, the surviving corporation, has a ~ 


$40,000 deficit in E & P, while Jots has a $150,000 positive E & P. After the merger, Tons distributes 
$75,000 to its shareholders. The distribution will be treated as: ’ 


a. $35,000 ordinary dividend 
b. $75,000 ordinary dividend 
c. $35,000 ordinary income and $40,000 long-term capital gain 
d. $75,000 long-term capital gain 
e. None of the above 
3. Taos Corporation, a Texas corporation, organizes Chilton Corporation in Oklahoma. It transfers all-of its 


assets to Chilton and distributes the Chilton stock to its shareholders, who turn in their Taos stock. 
Consequently, Taos is liquidated. This is an example of which type of reorganization? 


a. TypeA 
b. ‘LypeC 
c. Type D 
d. Type F 
e. None of the above 


4. Which one of the following is not a corporate reorganization as defined in §368? 
a. Stock redemption 
b. Recapitalization 
c. Change in identity 
d. Split off 
5. Thomas and Bond each own a 50% interest in TomBoy Corporation. TomBoy is merged into Gunnison 
Corporation. Thomas receives cash for his stock, while Bond receives stock in Gunnison. As a result: 
a. Both Thomas and Bond are not taxed 
Thomas is taxed but Bond is not 


b 

c. Bond is taxed but Thomas is not 
d. Both Thomas and Bond are taxed 
e 


None of the above 
6. The transactions described in item 5. are an example of: 
a. “Continuity of business purpose” 
A step transaction 


b 
c. “Continuity of interest” 

d. All ofthe above ' 
e. None of the above ; 
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7. To take full tax advantage of a net operating loss carry-over between two corporations, one of which is the 
acquired corporation, the change in ownership of the acquired corporation cannot exceed: 


40% 
b. 33 %% 
c. 60% 
d. 50% 
e. None of the above 


8. Carter Corporation merges with Dutch Corporation, which has a $140,000 net operating loss. Carter 
acquires Dutch to obtain the $140,000 loss. Carter reports on a calendar year basis and had a profit of 
- $200,000 for the year. Carter acquired Dutch on September 1. Carter currently can deduct Dutch’s loss of: 


a. $-O- 
b. $66,667 
c. $46,667 
d. $140,000 
e. $200,000 
_______ 9. + Would your answer to Question 8. be any different if both firms had other business reasons for the merger? 
a. Yes 
b. No 


10. Tums Corporation has been engaged in two businesses over the last 12 years. It decides to transfer the assets 
from one of its businesses to a new corporation, and distributes the stock to the shareholders of Tums. This 
is an example of a: 


a. Spin-off 

b. Split-off 

c. Split-up 

d. Type A reorganization 

e. None of the above 

11. Following a plan of corporate reorganization Mike exchanged 5,000 shares of Cable Corporation common 
stock for 900 shares of Wire Corporation common stock. Mike had paid $18,750 for the Cable stock. The 


fair market value of the Wire stock was $21,500 on the date of the exchange. How much was Mike’s 
recognized gain? 


a. $2,050 
b. $4,100 
ec. $2,750 
d/- $-0- 


12. With regard to corporate reorganizations, which one of the following statements is not correct? 
a. A mere change in identity, form, or place of organization of one corporation qualifies as reorganization. 
b. The reorganization provisions can be used to provide tax-free treatment for corporate transactions. 
c. A plan of reorganization is not required. 
d. A Letter Ruling should be requested when planning a corporate reorganization. 
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13. Following a plan of corporate reorganization adopted in February 2010, Lori exchanged 10 shares of Gre 
Corp. common stock that she had purchased in March 1999 ata cost of $1,000 for 15 shares of Brown Cc 
common stock having a fair market value of $1,200. Lori’s recognized gain on this exchange was: — 


a. $-0O- | . ae 
b. ' $200 ordinary income “i ies 
c. $200 short-term capital gain 
d. $200 long-term capital gain 
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SOLUTIONS TO CHAPTER 7 QUESTIONS 


True or False 


1 


T (p. 7-8; in general, under §354(a)(1), a security holder recognizes no gain or loss if stock or securities of a 
corporation (who is a party to the reorganization) are transferred (pursuant to a plan of reorganization) in 
exchange for stock or securities of such corporation or another corporation (who is a party to the reorganization); 
the receipt of boot, however, can trigger gain recognition (§356(a)(1)) 

T (p. 7-8; in a §368 reorganization, when boot is received [cash or other property (including securities)], gain is 
recognized to the extent of the lesser of (a) the fair market value of boot received or (b) gain realized 
(§356(a)(1))) 

F (p. 7-18; acquisitive reorganizations generally produce tax free treatment for the various parties) 

F (p. 7-14; in a Type B acquisitive reorganization, the acquiring corporation receives stock of the acquired 
corporation in exchange for solely voting stock, where immediately after the exchange the acquiring corporation 
has control of the acquired corporation (at least 80% of all classes of stock of the acquired corporation) 

T (p. 7-14; Type B reorganizations are stock for solely voting stock and immediately after the exchange the 
acquiring corporation has control of the acquired corporation. Under §368(c), control is defined as stock 
possessing at least 80% of the total combined voting power of all classes of stock entitled to vote and at least 
80% of the total number of shares of all other classes of stock) 

T (p. 7-20; the three means of division allowed by §368(a)(1)(D) include a spin-off, split-off, and split-up) 

T (p. 7-21; a Type E reorganization is a recapitalization (i.e., an exchange of stock or securities for stock or 
securities); this reorganization has tax implications only for shareholders that exchange stock or securities; 
further, the income tax effects on the corporation are minimal because the corporation neither transfers nor 
receives property) 

T (p. 7-24; under Rev. Rul. 57-276, if a reorganization simultaneously satisfies the requirements of an F 
reorganization and an A, C, or D reorganization, the reorganization is treated as a Type F reorganization) 

F (p. 7-21; in a split-up, the stock of the transferee corporations is distributed to shareholders in complete 
liquidation of the transferor corporation) 

F (p. 7-14; in a Type B reorganization, voting stock must be the sole consideration given by the acquiring 
corporation; since the “solely for voting stock” requirement is strictly construed, the acquiring corporation’s 
assumption of an acquired corporation liability would violate the “solely for voting stock” rule) 


Fill in the Blanks 


1. 


owner shift, equity structure shift (p. 7-31; under §382, the extent to which an acquired corporation’s NOL can 
be utilized by a successor corporation is limited if there is an ownership change; under §382(g), there is an 


ownership change if the combined effects of (a) owner shifts with respect to 5% shareholders and (b) an equity 


structure shift result in more than a 50% change in the ownership of the acquired/transferor corporation) 

50% (p. 7-31; under §382(g), there is an ownership change if the combined effects of (a) owner shifts with 
respect to 5% shareholders and (b) an equity structure shift result in more than a 50% change in the ownership of 
the acquired/transferor corporation) 

the date of transfer (p. 7-31; generally under §381(c)(2), the AE&P of a transferor/distributing corporation is 
carried over to the successor corporation as of the date of the transfer/distribution; however, a deficit in AE&P of 
a transferor/distributing corporation may only offset positive E&P of the successor corporation accumulated after 
the transfer/distribution date) 

written plan, reorganization (p. 7-4; further, under Reg. §1.368-3(a)(1), this written plan must be filed with the 
tax return of any party to the reorganization) 

state law (p. 7-10; a Type A statutory merger or consolidation, the acquired corporation ceases to exist by 
operation of law, whereas the acquiring corporation survives; the terms “statutory” and “by operation of law” 
refer to state law; thus, parties to a Type A reorganization must comply with the requirements of state law) 


©2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 


n ide “ae 


7-10 2011 Annual Edition/Study Guide 


Multiple Choice 


iM b (Figure 7.3; in exchange for stock possessing control of Yellow, Green issues voting stock of Blue, Green’s 
parent; thus, the reorganization constitutes the triangular form of the Type B reorganization (stock for stock 
acquisition) under §368(a)(1)(B)) 

2, b (p. 7-32; under §381(c)(2), the AE&P of a transferor/distributing corporation is carried over to the successor 
corporation as of the date of the transfer/distribution; here, Jots merges into Tons and ceases to exist; on the date 
the assets of Jots are effectively transferred to Tons, the AE&P of Jots and Tons combine to equal $110,000 
($150,000 — $40,000); a post-merger distribution of $75,000 by Tons to its shareholders is a §301 distribution, 
which is treated as ordinary dividend income to the shareholders (to the extent of Tons AE&P of $110,000) 

oF d (p. 7-24; this reorganization constitutes a two-step Type D divisive reorganization; in the first step, Taos 
transfers all of its assets to Chilton in exchange for stock representing control of Chilton; in the second step, the 
stock of Chilton is distributed to Taos shareholders in complete liquidation of Taos; further, the reorganization 
constitutes a Type F reorganization as a mere change in identity; the reorganization is treated as a Type F 
because it simultaneously satisfies the requirements under §368(a)(1)(F) and §368(a)(1)(D)) 


4. a(p. 7-5; a mere stock redemption is not a reorganization, although it does constitute one step in a split-off or 
split-up within the context of a Type D reorganization) 
Ds b (p. 7-10; the reorganization constitutes a Type A reorganization (statutory merger) under §368(a)(1)(A); the 


continuity of interest test is met since Thomas and Bond in the aggregate receive Gunnison stock that is at least 
equal to 50% of the value of the TomBoy stock given up; Bond receives nontaxable treatment; Thomas, 
however, is taxed since Thomas was cashed out of his interest in TomBoy) 


6. c (p. 7-12; the continuity of interest test is met since Thomas and Bond in the aggregate receive Gunnison stock 
that is at least equal to 50% of the value of the TomBoy stock given up) 
cf d (p. 7-31; under §382, the extent to which an acquired corporation’s NOL can be utilized by a successor 


corporation is limited if there is an ownership change; under §382(g), there is an ownership change if the 
combined effects of (a) owner shifts with respect to 5% shareholders and (b) an equity structure shift result in 
more than a 50% change in the ownership of the acquired/transferor corporation) 

8. a (p. 7-27; the statutory merger of Dutch into Carter is assumed to meet the statutory requirements of a Type A 
reorganization (statutory merger) under §368(a)(1)(A); however, the sole purpose of the merger is the avoidance 
of federal income tax and the sound business purpose test is failed; since Dutch’s corporate tax attributes do not 
carry over for use by Carter, Carter will not be able to use Dutch’s NOL as a tax write-off) 

9. a (p. 7-27; here, the sound business purpose test is satisfied and the corporate tax attributes carryover; the 
amount of Dutch’s NOL that can be used by Carter in the tax year of the reorganization is subject to a ceiling 
limitation (the number of days remaining in the taxable year divided by the total number of days in the taxable 
year (121/365) times the taxable income of the acquiring corporation ($200,000); the limitation equals $16,530) 

10. a (Figure 7.6; the assets of Tums are transferred to new corporation, in exchange for stock representing 80% 
control of new corporation; then, the stock of the new corporation is distributed pro rata across all shareholders 
of Tums, where no stock of Tums is redeemed; this is a divisive Type D (Spin-off) under §368(a)(1)(D)) 

it. d (p. 7-7; this is a Type B reorganization and no consideration other than stock was received; Mike’s realized 
gain is $2,750 [the amount realized of $21,500 (the fair market value of the 900 shares of Wire stock) less 
Mike’s adjusted basis of $18,750 in the 5,000 shares of Cable stock]; since Mike received no boot, his realized 
gain is not recognized) 

12. c (p. 7-5; a plan of reorganization is general requirement of §368) 

ibe a (p. 7-7; this is a Type B reorganization and no consideration other than stock was received; Lori’s realized 
gain is $200 [the amount realized of $1,200 (the fair market value of the 15 shares of Brown stock) less her 
adjusted basis of $1,000 in the 10 shares of Green stock]; since Lori received no boot, her realized gain is not 
recognized) 
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CHAPTER 8 
Consolidated Tax Returns 


LEARNING OBJECTIVES 


After completing Chapter 8, you should be able to: 
Apply the fundamental concepts of consolidated tax returns. 
Identify the sources of the rules for consolidated taxable income, — 
Recognize the major advantages and disadvantages of filing consolidated tax returns. 
Describe the corporations that are eligible to file on a consolidated basis. 
Explain the compliance aspects of consolidated income tax returns. 
Compute a parent’s investment basis in a subsidiary. 
Account for intercompany transactions of a consolidated group. 
Identify limitations that restrict the use of losses and credits of group members that are derived in separate return 
years. 
‘ Derive deductions and credits on a consolidated basis. 
Demonstrate tax planning opportunities available to consolidated groups. 


29) Reueay OAS Y all el — 


KEY TERMS 


Affiliated group Excess loss account Matching rule 
Consolidated return Expanded affiliated group Separate return limitation year (SRLY) 


OUTLINE 


I. CONTEXT OF THE CONSOLIDATED BEI RULES 
A. Motivations to Consolidate 
1. A desire to isolate assets of other group members from the liabilities of specific operating divisions. 
2. A need to carry out specific estate planning objectives. 
3. A wish to isolate the group’s exposure to losses and liabilities incurred in joint ventures with “outside” 
entities. 
4. A perception that separate divisions/group members will be worth more on the market if they maintain 
unique identities. 
B. Source and Philosophy of Consolidated Return Rules 
1. Initially, the consolidated return rules were an effort by the IRS to limit tax benefits available to 
multiple corporations. 
2. Today, the underlying purpose of the consolidated return rules is one of organizational neutrality. 
3. A-group of closely related corporations should have neither a tax advantage nor a disadvantage 
compared to taxpayers who file separate corporate returns. 


Il. ASSESSING CONSOLIDATED RETURN STATUS 
A. Potential Advantages 

1. Operating and capital loss carryovers of one group member may be used to shelter income of other 
group members. 

2. Taxation of intercompany dividends may be eliminated. 

3. Deferral of gain recognition on some intercompany transactions. 

4. Optimization of certain deductions and credits by using consolidated amounts to compute pertinent 
limitations. 

5. The tax basis of investments in the stock of subsidiaries increases as the members contribute to 
consolidated taxable income. 
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B. Potential Disadvantages 


i 


in 


2. 
4. 


The consolidated return election is binding on all subsequent years until an eligible group no longer 
exists or the IRS consents to revocation of the election. 

Capital and operating loss carryover to separate return year(s) may provide a greater tax benefit than 
applying the loss to consolidated income. 

Deferral of loss recognition on some intercompany transactions. 

Return elections made by the parent are binding on all members of the filing group for that year. 
The tax basis of investments in the stock of subsidiaries decreases when the members generate 
operating losses and by distributions from members’ E & P. 

All group members must use the parent’s tax year. This may create short tax years for the subsidiaries 
and cause income bunching. 

Incurring additional administrative costs to comply with consolidated return regulations. 


Il. ELECTING CONSOLIDATED RETURN STATUS 
A. All members of a corporate group must meet three requirements. 


l. 


The stock ownership criteria of an affiliated group must be satisfied. 
a. The identifiable parent must own 80% of the voting power and 80% of the value of each 
subsidiary. 
b. This ownership test must be satisfied on every day of the tax year. 
c. An affiliated group is similar but not identical to a parent-subsidiary controlled group. 
Each member must be statutorily eligible to make the consolidated election. — 
a. Noncorporate entities such as partnerships, trusts and estates are ineligible. 
b. Foreign corporations, tax-exempt charitable corporations and insurance companies may be 
statutorily ineligible. 
Each member must satisfy the compliance requirements in making and maintaining the election. 
a. The Initial Consolidated Return. The first Form 1120 must include the taxable results of all 
consolidated group members. 
1. In addition, a consolidated return election must be made on Form 1122 (for each subsidiary) 
and attached to the Form 1120. 
2. The election must be made no later than the extended due date of the parent’s return for the 
year. 
b. Subsequent Consolidated Returns. Subsequent consolidated returns must include Form 851, 
Affiliations Schedule. 
1. Form 851 identifies members of the consolidated group. 
2. The group continues to file consolidated returns until an eligible group no longer exists or the 
parent applies for and is granted permission to terminate the consolidated election. 


B. Liability for consolidated taxes is born by the members, jointly and severally. 


i 


Consolidated tax liability is allocated in proportion to each group member’s contribution to 
consolidated taxable income unless an election to use some other allocation method is made. 


C. Tax Accounting Periods and Methods 


1. 
PS 


All consolidated group members must use the parent’s tax year. 

Consolidated group members may use different tax accounting methods. However, a cae basis 
member may need to change to accrual basis reporting because the $5 million gross receipts test is 
applied on a consolidated basis. 


IV. STOCK BASIS OF SUBSIDIARY 
A. Upon acquiring a subsidiary, the parent’s basis is the acquisition price. At each consolidated year-end, stock 
basis adjustments are required to prevent overlapping recognition of gains and losses. 


L: 
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Positive adjustments include: 

a. anallocable share of consolidated taxable income for the year. 

b. an allocable share of consolidated opérating or capital losses of a subsidiary that could not be used 
through a carryback. 
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2. Negative adjustments include: 
a. an allocable share of consolidated taxable loss for the year. 
b. an allocable share of any carryover operating or capital losses that are deducted on the consolidated 
return and have not previously reduced stock basis. 
c. dividends paid by the subsidiary to the parent out of E & P. 
B. An “excess loss account” is created when accumulated post-acquisition taxable losses of the subsidiary 
exceed the acquisition price. 
1. The losses of the subsidiary are recognized in the current year’s consolidated return. 
2. The stock basis account is not negative. 
3. Ifthe subsidiary stock is redeemed or sold to a nongroup member, this account represents capital gain 
on disposition. 
C. Ina chain of subsidiaries, computation of stock basis amounts starts with the lowest-level subsidiary and 
proceeds up the ownership structure to the parent’s holdings. 


VG COMPUTING CONSOLIDATED TAXABLE INCOME 
A. Computational Procedure 

1. Each group member first computes its taxable income as though such member is a separate entity. 

2. Each member’s taxable income is then split to eliminate some intercompany items, to remove certain 
transactions which must be accounted for as a group and to isolate certain transactions which receive 
deferral/restoration treatment. 

3. Consolidated taxable income is a combination of the revised separate taxable incomes and the resulting 
income/loss from group items and deferral/restoration events. 

B. Typical Intercompany Transactions 

1. Transactions which generate income to one member and a deductible expense to another member are 
left in consolidated income as direct offsets. 

2. Adjustments may be required if all members do not use the same accounting method. 

3. Dividends received from other group members are removed from separate taxable incomes; these 
dividends are not considered in the computation of a dividends received deduction. 

C. Members’ Net Operating Losses 

1. The usual corporate NOL computations are available for the losses of the consolidated group (2 year 
carryback; 20 year carryforward). 

2. Where members of a consolidated group change over time, the taxpayer must apportion the 

~ consolidated NOL among the group members. 

3. Special “separate return limitation year” rules apply when an NOL is carried forward from a separate 

return year to a consolidated return year. 
D. Computation of Group Items 

1. A number of income and deduction items are derived on a consolidated-group basis. Therefore, 
statutory limitations and allowances are applied to the group as though it were a single corporation. 
Group items include: 

net capital gain/loss. 
§1231 gain/loss. 
casualty/theft gain/loss. 
domestic production activities deduction. 
charitable contributions. ° 
dividends received deduction. 
net operating loss. 
AMT adjustments and preferences. 
2. The statutory limitations of group items are applied to consolidated taxable income after adjusting for 
intercompany transactions. 
3. The domestic production activities deduction (DPAD) is allowed for an expanded affiliated group. 
a. Ifsucha group files as a consolidated group, the deduction is computed on the basis of 
consolidated taxable income (rather than the separate taxable income of the group members). 
b. The DPAD is then allocated to the group members on the basis of the qualified production 
activities income of each member, regardless of whether each has a separate taxable gain or loss for 
the year. 
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E. The Matching Rule 

1. The matching rule applies to sales of assets or the performance of services among group members. 

2. Gain or loss is deferred until a “restoration event” occurs (e.g., the asset is sold to a party outside the 
group). 

3. Under the “acceleration rule,” the entire deferred gain or loss is restored to consolidated income when 
the transferor leaves the group or the consolidation election is terminated. 

4. Generally, the gain or loss is recognized in the same manner as it would have been on the initial 
transfer. 


VI. TAX PLANNING CONSIDERATIONS 
A. Taxpayers should optimize their overall tax benefits when choosing consolidated partners. Attributes of 
potential target corporations might include some of the following: 
1. Loss and credit carryovers. 
Passive activity income, loss, or credits. 
Gains that can be deferred through intercompany sales. 
Contributions to consolidated ACE adjustments. 
Excess limitation amounts. 
Section 1231 gains, losses, and look-back profiles. 
B. The 100% dividends received deduction is an alternative to filing consolidated returns. 
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TEST FOR SELF-EVALUATION—CHAPTER 8 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


a i 


T 


F 


F 


1. The Code describes the various elements of consolidated tax return rules. 

2. All members of the consolidated group must have the same tax year. 

3. All members of the consolidated group must use the same accounting method. 

4. Financial accounting consolidated income is the same as tax-basis consolidated income. 


5. The most commonly encountered intercompany transactions are removed from member’s separate taxable 
incomes for consolidated tax purposes. 


6. Members of an affiliated group must file consolidated income tax returns. 


7. Only the parent corporation is responsible for consolidated tax liabilities. 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


a 


oe 


The general function of the consolidated return rules is 


Controlled groups of corporations include and groups. 

An group requires an identifiable parent having control of % of the voting 
stock and % of the value of the subsidiary. 

The three basic requirements for consolidated return rules are: j : 
and 

To qualify as a parent-subsidiary controlled group, the parent must own % of the voting stock or 


% of the value of the subsidiary. 


Upon acquiring a subsidiary, the parent corporation records a stock basis on its tax balance sheet equal to 


Adjustments to the parent’s stock basis in the subsidiary are made on of the consolidated 
return year, or 


An is created when accumulated deficits in the subsidiary’s post-acquisition E & P 
exceed the acquisition price. 
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Multiple Choice 
Choose the best answer for each of the following questions. 


1. Sub sold a building to Parent for $400,000. Sub had originally paid $300,000 for the building and had 
accumulated depreciation of $100,000. Parent, after six years, sold the building to an unrelated third party 
for $500,000. Sub’s realized gain on the sale to parent was: 


a. $100,000 

b. $200,000 

c. $300,000 

d. $400,000 F 
______ 2. Sub’s recognized gain on the sale to parent was: 

a. $-0O- 

b. $100,000 

c. $200,000 

d. $300,000 ; 
______ 3. __Parent’s realized gain on the sale to the third party was: 

a. $-0- 

b. $100,000 


c. $100,000 plus accumulated depreciation 
d. $100,000 minus accumulated depreciation 
4. Parent Corporation acquired 100% of the stock of Sub Corporation on July 5. Both corporations intend to 


file a consolidated return immediately upon acquisition. Parent’s tax year ends March 31; Sub’s tax year 
ends July 30. The first consolidated return is due: 


a. October 15 
b. September 15 
ec. June 15 

d. March 15 


in 


A parent corporation’s adjustments to its stock basis in a consolidated subsidiary includes: 

a. an allocable share of the subsidiary’s E & P 

b. dividends paid by the subsidiary 

c. both a. and b. 

d. neither a. nor b. 

6. Inthe current year Parent Corporation provided services to its 100% owned subsidiary valued at $75,000. 


Sub will pay Parent next year. Sub uses the cash method of accounting, Parent uses the accrual method. Is 
any adjustment required in computing consolidated taxable income? 


a. No 
b. Yes 


7. The filing of consolidated tax returns is available only to: 
a. parent-subsidiary controlled groups 
b. _ brother-sister controlled groups 
c. affiliated groups 
d. all of the above 
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8. With regard to a controlled corporate group, all of the following statements are correct except: 


The controlled group is allowed only ONE set of graduated income tax brackets. 
Controlled groups are allowed ONE $80,000 exemption amount for alternative minimum tax purposes. 
The controlled group is allowed ONE $250,000 accumulated earnings credit. 


The tax benefits of the graduated rate schedule are to be allocated equally among the members of the 
group unless they all consent to a different apportionment. 


. 
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SOLUTIONS TO CHAPTER 8 QUESTIONS 


True or False 


Ife F (p. 8-5; most are found in the Regulations under §1502) 

Z T (p. 8-16; under Reg. §1.1502-76, an affiliated group of corporations files a consolidated income tax return 
based on the parent’s tax year; thus, each member of an affiliated group filing a consolidated income tax return 

_ must use the parent’s tax year as its tax year) 

3. F (p. 8-17; in reporting items of income, deduction, gain and loss, different accounting methods can be used 
across members of an affiliated group filing a consolidated income tax return; however, for purposes of 
determining whether an affiliated group member can use the cash method under the $5 million gross-receipts 
test, gross receipts is calculated on a consolidated basis) 

4. F (p. 8-6; financial accounting consolidated net income and consolidated taxable income are different 
statistic 
consolidated net income is based on GAAP whose main objective is the fair presentation of accounting 
information; consolidated taxable income is based on the tax law (including the Treasury Regulations under 
§1502) whose primary objective is revenue collection) 

at F (p. 8-19; Treasury Regulations under §1502 seek to eliminate the effects of certain intercompany transactions 
so that the affiliated group filing a consolidated income tax return is treated as a single entity for tax purposes; 
however, the most commonly encountered type of intercompany transaction (income from providing services to 
another member of the affiliated group) is NOT eliminated from the taxable income of each member of an 
affiliated group filing a consolidated income tax return; Treasury found no need for elimination, since the net 
effect on consolidated taxable income is equal to zero (gross income from services provided less an ordinary and 
necessary business deduction for the same amount)) 


6. F (p. 8-9; affiliated group members have the option of filing a consolidated return; however, they may file 
separately and claim a 100% dividend received deduction) 
if F (p. 8-14; affiliated group members are jointly and severally liable for the consolidated return tax liability) 


Fill in the Blanks 


i organizational neutrality (p. 8—5; in formulating the consolidated return regulations, the Treasury Department has 
been guided by the principle of organizational neutrality - an affiliated group of corporations that files a 
consolidated income tax return should have neither benefited nor suffered merely by reason of filing a 
consolidated income tax return) 


Zs parent-subsidiary, brother-sister (p. 8-9; under §1563, types of a controlled group include a parent-subsidiary 
controlled group and a brother-sister controlled group) 
a affiliated, 80%, 80% (p. 8—9; an affiliated group of corporations includes one or more chains of includible (not 


ineligible) corporations connected through a common parent if the parent directly owns stock of at least one 
corporation in each chain where such stock ownership possesses 80% of the voting power and stock value of the 
corporation) 

4. stock ownership, statutory eligibility, compliance (p. 8—6; a group of corporations can file a consolidated income 
tax return for a taxable year only if each member of the group meets the stock ownership and eligibility 
requirements under §1504 and consents to the compliance requirements under Regulation §1.1502) 

= 80%, 80% (p. 8-12; a parent-subsidiary controlled group is generally defined as one or more chains of includible 
corporations connected through a common parent if the parent owns stock of at least one corporation in each 
chain possessing 80% of the voting power OR stock value of the corporation and at least 80% of the voting 
power OR stock value of each member in the chain is owned by other members of the parent-subsidiary 
controlled group) 

6. the acquisition price (p. 8-17; within the context of an affiliated group of corporations filing a consolidated 
income tax return, the parent’s tax adjusted basis in the stock of a subsidiary is modified in a manner similar to 
the equity method of accounting for an investment in stock over which the parent has significant influence; this 
adjustment process treats the parent and subsidiary as a single entity and prevents an overlapping of tax effects 
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(income/gain or deduction/loss) when the investment in the subsidiary is ultimately sold or otherwise disposed; 


- under Reg. §1.1502-32, the initial basis of stock of a subsidiary acquired by purchase is the stock’s acquisition 


price) 

the last day, the date of disposition (p. 8-17; under Reg. §1.1502-32, the process of modifying a subsidiary’s 
stock basis occurs on the last day of the parent’s tax year (the consolidated group’s tax year) or the date of 
disposition, whichever is earlier) 

excess loss account (p. 8-18; in a case where negative adjustments exceed acquisition price, an excess loss 
account is created to allow the consolidated group to take account of losses, without application of a stock basis 
ceiling limitation; if the stock that is associated with the excess loss account is sold or is otherwise disposed, the 
parent either recognizes the balance in the excess loss account as capital gain or reduces the adjusted basis of 
other stock of the subsidiary that it holds by the balance in the excess loss account) 


Multiple Choice 


1 


2 


3 


b (p. 8-27; Sub’s realized gain is $200,000 [Sub’s amount realized of $400,000 less Sub’s adjusted basis of 
$200,000 ($300,000 — $100,000)]) 
a (p. 8-30; the sale of property at a gain by Sub to Parent is an intercompany transaction; thus, the gain is 


deferred until the sold asset leaves the affiliated group) 


c (p. 8-30; Parent’s realized gain on the subsequent sale of the property is $100,000 (Parent’s amount realized of 
$500,000 less Parent’s adjusted basis of $400,000)) 

c (p. 8-13; the affiliated group (Parent/Sub) filing a consolidated return has the same tax year as Parent (March 
31); the due date of the consolidated return is two and one-half months after Parent’s year-end (June 15)) 

c (p. 8-17; under Reg. §1.1502-32, the parent’s allocable share of the subsidiary’s earnings and profits takes 
account of the parent’s allocable share of (a) taxable income/loss and (b) nontaxable income/loss; further, the 
parent’s allocable share of dividends paid by the subsidiary are dividends received by the parent) 

b (p. 8-19; under Reg. §1.1502-13(b)(2), different methods of accounting requires an adjustment to match 
income and expense) 

c (p. 8-8; under §1501, only affiliated groups can file consolidated income tax returns) 

b (p. 8-16; controlled groups are allowed a single $40,000 AMT exemption) 
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CHAPTER 9. 
Taxation of International Transactions 


LEARNING OBJECTIVES 


After completing Chapter 9, you should be able to: 

Explain the framework underlying the U.S. taxation of cross-border transactions. 

Understand the interaction between the Internal Revenue Code provisions and tax treaties. 

Apply the rules for sourcing income and deductions into U.S. and foreign categories. 

Explain how foreign currency exchange affects the tax consequences of international transactions. 

Work with the U.S. tax provisions affecting U.S. persons earning foreign-source income, including the rules 
relating to cross-border asset transfers, antideferral provisions, and the foreign tax credit. 

6. Apply the U.S. tax provisions concerning nonresident alien individuals and foreign corporations. 


Sehlc alice Ue Aa 


KEY TERMS 


Branch profits tax FIRPTA Subpart F 

CFC (controlled foreign Foreign tax credit (FTC) Tax haven 
corporation) Functional currency Tax treaty 

Dividend equivalent amount Inbound taxation Transfer pricing 
(DEA) Nonresident alien (NRA) Treaty shopping 

Effectively connected income Outbound taxation U.S. shareholder 

Extraterritorial income Qualified business unit (QBU) U.S. trade or business 


OUTLINE 


I. OVERVIEW OF INTERNATIONAL TAXATION 
A. Global trade creates the need for special tax considerations. From a U.S. perspective, international tax laws 
should promote the global competitiveness of U.S. enterprises while protecting the U.S. tax revenue base. 
B. U.S. international tax provisions are primarily concerned with two types of potential taxpayers 
(see Figure 9.1): 
1. U.S. persons earning foreign-source income, and 
2. Foreign persons earning U.S. source income. 
C. The United States taxes the worldwide income of its citizens (“outbound taxation’). 
1. Because foreign governments may also tax some of this income, these taxpayers may be subject to 
double-taxation. 
2. The U.S. mitigates this problem via the foreign tax credit. 
D. For foreign taxpayers, the U.S. generally taxes only income earned within its borders (“inbound taxation”). 


Il. TAX TREATIES 
A. The U.S. international tax rules are based on both the Internal Revenue Code and tax treaties. 
B. Tax treaties are bilateral agreements between countries that define how its citizens will be taxed when they 
have income within both countries (“taxing rights”). 
1. Income tax treaties generally provide taxing rights with regard to the taxable income of residents of one 
treaty country who have income sourced in the other treaty country. 
2. Treaties generally provide for primary taxing rights which require the other treaty partner to allow a 
credit for the taxes paid on the twice-taxed income. 
3. Primary taxing rights are usually determined by the residence of the taxpayer or the presence of a 
permanent establishment in a treaty country to which the income is attributable. 
C. The U.S. maintains tax treaties with more than 50 other countries. 
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Il. SOURCING OF INCOME AND DEDUCTIONS 


A. 


Income sourced within the United States: 
1. Interest received from the U.S. government, District of Columbia, noncorporate U.S. residents and 
domestic corporations 
Dividends received from domestic corporations 
Income from personal services performed within the U.S. 
Income from rental of tangible property located within the U.S. 
Income from royalties on intangible property used in the U.S. 
Income from the sale or exchange of real property located in the U.S. 
Income from the sale or exchange of personal property by U.S. residents 
Income from transportation beginning and ending in the U.S. 
Fifty percent of income from transportation beginning or ending in the U.S. 
Space and ocean activities conducted by U.S. residents 
Fifty percent of income from international communications between the U.S. anda foreign country 
. Income from the sale or license of software is sourced using the royalty rules (in the case of a right to 
use the software) or the personal property sales rules (in the case of a right to use a copy of the 
software). 
Income sourced outside the United States is all remaining income. 
Allocation and Apportionment of Deductions 
1. Deductions directly related to an activity or property are.allocated to those classes of income. This is 
followed by apportionment between foreign and domestic groups using some reasonable basis. 
2. Specific rules apply to the allocation and apportionment of interest expense, research and development 
expenditures, certain stewardship expenses, legal and accounting fees, income taxes, and losses. 
3. Deductions not definitely related to any class of gross income are ratably allocated to all classes of 
gross income and apportioned between sources. 
Transfer Pricing. The Internal Revenue Service can use §482 to reallocate gross income, deductions, 
credits, or allowances as necessary to prevent the evasion of taxes or to reflect income more clearly. 
1. The reach of §482 is very broad. 
2. In applying §482, an arm’s length price must be determined to assign the correct profits to related 
entities. 
3. The IRS has an Advance Pricing Agreement program that, with IRS approval, provides a safe-harbor 
for the company proposed transfer pricing method. 


STS eet PS ASM yes or tS 
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IV. FOREIGN CURRENCY TRANSACTIONS 


A. 
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Tax Concepts When Dealing with Foreign Currency Exchange 

|. Foreign currency is treated as property other than money. 

2. Gain or loss on the exchange of foreign currency is considered separate from the underlying transaction. 
3. No gain or loss is recognized until a transaction is closed. 

Tax Issues When Dealing with Foreign Currency Exchange 

1. The date of recognition of any gain or loss (see Concept Summary 9-1). 

2. The source (U.S. or foreign) of the foreign currency gain or loss. 

3. The character of the gain or loss (ordinary or capital). 

The Code generally adopted FAS 52 which introduced the functional currency approach to foreign currency 
translation. 
Where a qualified business unit (QBU) — for example, a foreign branch — uses foreign currency as its 
functional currency, profit or loss is computed in the foreign currency and translated using a ve 
average exchange rate for the year. 

Dividend distributions from a foreign corporation are included in income at the exchange rate in effect on 
the distribution date. Deemed dividend distributions under Subpart F are translated at the average exchange 
rate for the corporation’s taxable year. 

For purposes of the foreign tax credit, foreign taxes accrued are generally translated at the average exchange 
rate for the tax year to which the taxes relate. 
Section 988 governs the disposition of nonfunctional currencies (with exchange gain or Be generally 
treated as ordinary income). 
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¥, U.S. PERSONS WITH FOREIGN INCOME 

A. U.S. taxpayers often “internationalize” gradually over time (see Figure 9.3). 

B. Exporting U.S.-produced goods is the easiest way for a U.S. enterprise to engage in global commerce. 

1. All such income is taxed in the U.S. to the U.S. taxpayer. 

2. The U.S. has provided incentives to promote the exporting of U.S. goods (e.g., the Domestic 
International Sales Corporation (DISC)). 

3. The World Trade Organization (WTO) has challenged certain U.S. provisions (including the foreign 
sales corporation provisions in IRC §§921-927). 

4. Inresponse, Congress created a broad-based “domestic production activities deduction” (also known as 
the “production activities deduction’). 

a. The manufacturers’ deduction reduces taxable income by 9 percent of the lower of (1) qualified 
production income or (2) taxable income. 

b. As this deduction is available to all domestic corporations (whether or not they engage in 
exporting), it is outside the WTO’s sphere of influence. 

C. AUS. taxpayer may decide to transfer assets outside the U.S. so that any foreign business will be conducted 
outside the U.S. tax jurisdiction. This will require a transfer of assets to the foreign entity. 

1. Certain “outbound” capital transactions may qualify for U.S. income tax deferral (e.g., when a U.S. 
corporation starts up a new corporation outside the U.S). 

a. However, certain “tainted” assets will trigger gain (but not loss) when transferred. These assets 
include inventory, installment obligations and receivables, foreign currency, and property leased by 
the transferor (unless the transferee is the lessee). 

b. The transfer of intangibles is subject to separate rules. 

2. Inbound and offshore transfers involving a controlled foreign corporation generally recognize dividend 
income to the extent of their pro rata share of previously untaxed E & P of the foreign corporation. 

D. Tax havens provide an opportunity to avoid taxation. A tax haven is a country where either locally sourced 
income or residents are subject to no or low internal taxation. A foreign corporation located in such a 
country can provide tax relief. 

E. Certain types of income generated by a Controlled Foreign Corporation (CFC) must be included in current 
tax year gross income by U.S. shareholders. 

1. AUS. shareholder is a U.S. person who owns, or is considered to own, 10% or more of the total 
combined voting power of the CFC. 

2. Stock owned directly, indirectly or constructively is counted. 

3. A CFC is any foreign corporation in which more than 50% of the combined voting power of all classes 
of voting stock or the total value of the stock of the corporation is owned by U.S. shareholders on any 
day during the taxable year. 

4. For Subpart F to apply, the foreign corporation must have been a CFC for an uninterrupted period of 30 
days or more during the taxable year. 

5. U.S. shareholders must include their pro rata share of Subpart F income in their gross income to the 
extent of their ownership. Subpart F income consists of: 

a. insurance income. 

b. foreign base company income: 

(1) foreign personal holding company income. 
(2) foreign base company sales income. 

(3) foreign base company service income. 

(4) foreign base company oil-related income. 

c. international boycott factor income. 

d. illegal bribes. 

e. income derived from a §901(j) foreign country. 

F. The Foreign Tax Credit 
1. The U.S. retains the right to tax its citizens on their worldwide taxable income. The foreign tax credit 

(FTC) was enacted to reduce the possibility of double taxation that can result. 

2. The FTC is elective for any particular tax year. If the taxpayer does not choose to take the FTC, a 
deduction for foreign taxes is allowed in computing taxable income. 


_ ©2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 


hs me Jai + 


9-4 


2011 Annual Edition/Study Guide 


3. The direct credit is available only to the taxpayer who bears the legal incidence of the foreign tax. 
4. The indirect credit is available to corporate taxpayers who receive actual or constructive dividends from 
foreign corporations that have paid a foreign tax on earnings. 
a. These foreign taxes are deemed paid by the corporate shareholders in the same proportion as the 
dividends received bear to the corporation’s post-1986 E & P. 
b. Specific ownership requirements must be met before the indirect credit is available to a domestic 
corporation. 
5. The FTC for any taxable year cannot exceed the lesser of: 
a. the actual foreign taxes paid or accrued or 
b. U.S. taxes, before the FTC, on foreign-sourced taxable income: 


U.S. Tax before FTCx Foreign-source taxable income 


Worldwide taxable income 

6. To prevent cross-crediting, separate limitations apply to certain categories (or baskets) of foreign-source 
taxable income and the related foreign income taxes. There are only two baskets: eel income and 
all other (general) income. 

7. The limitations can result in unused (noncredited) foreign taxes for the tax year. A one-year carryback 
and a ten-year carryover of excess foreign taxes are allowed. The carryback/carryover provision is 
available only within the separate baskets. 

8. Foreign losses must be recaptured as U.S.-source income for FTC purposes. This is accomplished by 
reducing the numerator of the FTC limitation formula by the lesser of: 

a. Any unrecaptured overall foreign loss, or 
b. 50% of foreign-source taxable income for the taxable year. 

9. Ifthe taxpayer incurs the Alternative Minimum Tax (AMT), the FTC limitation is calculated by using 
alternative minimum taxable income (AMTI) rather than taxable income and the TMT rather than the 
regular tax. 

a. Thus, the AMT FTC limitation formula is: 


AMTI from foreign sources 
Worldwide AMTI 


b. The taxpayer may elect to use foreign-source regular taxable income in the numerator to the extent 
it does not exceed total AMTI. 


TMT before FTCx 


Vi. U.S. TAXATION OF NONRESIDENT ALIENS AND FOREIGN CORPORATIONS 


A. 
B. 


A nonresident alien (NRA) is an individual who is not a citizen or resident of the U.S. 

NRAs with U.S.-source income that is not effectively connected with the conduct of a U.S. trade or business 

is subject to a flat 30% tax. 

1. This income includes dividends, interest, rents, royalties, certain compensation, premiums, annuities, 
and other fixed, determinable, annual or periodic (FDAP) income. 

2. The tax is generally levied via withholding. 

NRAs having U.S. source income effectively connected with a U.S. trade or business are taxed at thes same 

rate as U.S. residents. 

1. AUS. trade or business is a prerequisite to having effectively connected income. 

2. Effectively connected income is determined under either: 
a. the asset-use test: income derived from assets used in, or held for use in, the trade or business or ~ 
b. the business-activities test: if the activities of the trade or business were a material factor in the 

production of the income. 

Foreign Corporations 

1. A foreign corporation is not a domestic corporation; a domestic corporation is created or organized in 
the U.S. 

2. U.S. source fixed, determinable, annual or periodic income of foreign corporations is taxed at a flat 
30% rate. 

3. Effectively connected income of foreign corporations conducting a trade or business in the U.S. are 
subject to the same tax rates as domestic corporations. Any U.S. source income attributable to a U.S. 
office of a foreign corporation is deemed to be effectively connected. 
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4. The branch profits tax may impose’a 30% tax on the dividend equivalent amount for the taxable year on 
any foreign corporation operating through a U.S. subsidiary. 

The Foreign Investment in Real Property Tax Act (FIRPTA) 

1. FIRPTA treats gains and losses realized by NRAs and foreign corporations from the sale or disposition 
of U.S. real property as effectively connected income. 

2. NRA individuals must pay a tax equal to the lesser of 26, or 28, percent of their AMTI, or regular U.S. 
rates on the net U.S. real property realized and recognized gain for the taxable year. 

3. Any direct interest in real property located in the U.S. and any equity interest in a domestic corporation 
are U.S. real property interests. 

4. Stock regularly traded on an established securities market is not treated as a U.S. Real Property Interest 
(USRPI), where a person holds no more than 5% of the stock. 

5. Anyone acquiring a USRPI from a foreign person must withhold 10% of the amount realized on the 
disposition. 

Section 877 provides for U.S. taxation of U.S. source income earned by persons who relinquished their U.S. 

citizenship within 10 years of deriving such income if one of the principal purposes of terminating U.S. 

citizenship was to avoid U.S. taxation. 

1. Under §877, taxes must be paid on U.S. source income under the provisions pertaining to citizens of the 
United States. 

2. The expatriate tax will not apply if U.S. taxation of the NRA under normal provisions applicable to 
NRAs results in a greater tax liability. 

3. The expatriate provisions also can apply for estate and gift tax purposes. 


REPORTING REQUIREMENTS 


A. 


B. 


C. 
D. 


Q) mm 


A domestic corporation that is 25% or more foreign owned must file an informational return and maintain 
certain records where they will be accessible to the IRS. 

Any foreign corporation carrying on a trade or business in the U.S. must file an informational return and 
maintain certain records where they will be accessible to the IRS. 

U.S. partners:of a controlled foreign partnership must file an information return. 

A foreign partnership with U.S. source or effectively connected income associated with a U.S. trade or 
business must file a partnership return. 

Changes in 10% or more ownership of interests in a foreign partnership must be reported. 

Creation of, or a property transfer to, a foreign trust by a U.S. person requires the filing of Form 3520. 
Information returns are required in connection with foreign investment in U.S. real property interests. 
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TEST FOR SELF-EVALUATION—CHAPTER 9 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 

T F 1. With respect to foreign corporations, one of the factors that can be considered in establishing whether fixed 
or determinable annual or periodic income and similar amounts from U.S. sources are effectively connected 
with a U.S. trade or business, is whether the business activities were a material factor in the realization of 
the income. 


TF 2. A domestic corporation must withhold tax on cash distributions made on its stock in the ordinary course of 
its business to foreign shareholders. 


T F 3. Fora foreign tax levy to qualify for the foreign tax credit, it must resemble U.S. income tax. 


T F_ 4. Unused excess foreign taxes can be carried back 1 year and carried over 10 years subject to aii in 
the same basket for the carryover year. : 


T F 5. One of the factors that is considered in establishing whether a foreign corporation’s fixed or determinable 
annual or periodic income from U.S. sources is effectively connected with a U.S. trade or business is 


whether the income is from assets used in the conduct of that trade or business. 


T F 6. A purchaser of U.S. real property is required to withhold 10% of the amount realized on purchases from 
foreign persons. 


TF 7. The Foreign Personal Holding Company Tax is levied on the corporation’s U.S. shareholders rather than ihe 
corporation. 


TF 8. The de minimis rule applies to all Subpart F income. 


TF 9. The foreign earned income exclusion is more beneficial than the foreign tax credit if the foreign country’s 
tax rate is higher than the U.S. income tax rate. 


T F 10. Interest expense must always be apportioned and allocated between U.S. and foreign sourced income 
components. 


Fill in the Blanks 


Complete the following statements.with the appropriate word(s) or amount(s). 


Us The Foreign Tax Credit is for any particular year. 

Pap Issuance of a and physical presence in the U.S. establishes residency for U.S. income taxes. 
3; Foreign currency is treated as ene other than 

4. For FTC purposes, if the taxpayer accrues foreign income taxes, the foreign income taxes are translated using the 


in effect for the taxable year to which the taxes relate. 
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a: An is an individual who is not a citizen or resident of the U.S. 
6. Except for the first year, a foreign corporation is a FPHC if % or more of gross income is FPHC 
income and, more than % of the total voting power or the total value of the stock is held by 


or fewer U.S. persons. 


Multiple Choice 


Choose the best answer for each of the following questions. 


1. Which one of the following factors is most important in establishing whether fixed or determinable annual 
or periodic income and similar amounts from U.S. sources are effectively connected with a U.S. trade or 
business? 


a. Whether the income is from assets used in, or held for use in, the conduct of that trade or business. 


b. Whether the activities in the U.S. were a material factor in the realization of income and whether a 
certain percent of its employees were U.S. citizens. 


c. Whether the trade or business sold a majority of its products to other businesses in the United States. 
d. Whether a majority of the principal suppliers to the trade or business were in the United States. 


2. Foreign tax credits are: 
elective 
subject to multiple ceiling limitations that are applied across separate income categories 


a 
b 
c. based on an average exchange rate under certain circumstances 
d. all ofthe above 

e 


none of the above 
3. Eric, a nonresident alien, employed by a foreign manufacturing company, spent 5 weeks in the U.S. 
arranging equipment purchases. His salary for the 5 weeks was $4,000. 
a. This will be considered U.S. source income. 
b. This will not be considered U.S. source income. 
4. Which of the following statements is not correct in respect to withholding on nonresident aliens and foreign 
corporations? 


a. Generally, fixed or determinable annual or periodic income from within the United States is subject to 
withholding unless specifically exempted under the Internal Revenue Code or a tax treaty. 


b. Generally, income is from United States sources if it is paid by any domestic or foreign businesses 
located in the United States. 

c. Income effectively connected with the conduct of a trade or business in the United States is generally 
not subject to withholding if certain conditions are met. 


d. Winnings from wagers or blackjack, baccarat, craps, roulette, or big-6 wheel are not subject to income 
tax withholding or 30 percent withholding tax. 


5. A,aU.S. corporation, incurred $100,000 of interest expense during the year. None of this interest expense 
can be attributed to a specific purpose. Based on the following information, how should this interest be 
allocated and apportioned? 


$3,500,000 


$2,000,000 
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a. $63,636, U.S. sourced 
b. $60,526, foreign sourced 
c. $52,632, foreign sourced 
d. $41,818, U.S. sourced 


D, a domestic corporation, began operation of a QBU in 2008 with an initial capitalization of 900K, 
(1K:$1). Determine the income taxed to D in each year based on the following: 


a. 125, 160, 200 
b. 200, 160, 125 
€. 4 200;)125;-160 
d. 160, 125, 200 


In 2010, the QBU from question 6 above distributes 300 K to D when the exchange rate is 1.6K to $1. Doeg 
D have a foreign currency loss and if so, how much? 


a. No, —0- 

DAses, boo.00 
Co 6S ab) 100 
d. Yes, $89.50 


Corporation R, a domestic corporation, distributed the following dividends to its shareholders. 


$5,000 to Shareholder A, a foreign partnership 

$4,000 to Shareholder B, an unrelated foreign corporation 
$3,000 to Shareholder C, a resident alien 

$2,000 to Shareholder D, a nonresident alien 


All of the income of Corporation R was from sources within the U.S. On what amount of diver must R 
withhold tax? 


a. $-0- 

b. $7,000 
c. $9,000 
d. $11,000 


All of the following items of gross income earned by a foreign corporation in the United States are subject 
to 30% withholding except: 


a. Rents 
b. Sale of real property 
Gone interest 

d. Dividends 
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SOLUTIONS TO CHAPTER 9 QUESTIONS 


True or False 


ie 


T (p. 9-38; under §864, income is effectively connected with a U.S. business if either an “‘asset-use test” or a 
“business activities test” is met; the business activities test is met if the business activities are material to the 
income production) 

T (p. 9-39; if a domestic corporation makes a dividend distribution to a nonresident alien shareholder, the 
dividend paid is U.S.-source, FDAP income, which is subject to a 30% withholding tax that must be withheld 
and remitted to the federal government by the U.S. distributing corporation) 

T (p. 9-27; the purpose of the direct FTC is to mitigate the double taxation of foreign-source income; under the 
FTC regime, the direct FTC is analogous to a down payment on the domestic taxpayer’s U.S. tax liability with 
respect to such income; as a result, only foreign taxes that resemble the U.S. income tax qualify for the FTC) 

T (p. 9-31; a one-year carryback and a ten-year carryforward are allowed with respect to currently unused 
foreign tax credits (because of the application of the ceiling limitation); however, this rule is of little benefit if 
the effective foreign tax rate forever exceeds the effective U.S. rate) 

T (p. 9-38; under §864, income is effectively connected with a U.S. business if either an “‘asset-use test” or a 
“business activities test” is met; the asset use test is met if the income is derived from the assets used in (or held 
for use in) the trade or business) 

T (p. 9-40; under the Foreign Investment in Real Property Tax Act, a gain or loss realized from the sale of a U.S. 
Real Property Interest by a nonresident alien or foreign corporation is treated as U.S. source income that is 
effectively connected with the conduct of a U.S. trade or business; therefore, under §1445, the purchaser is 
required to withhold 10% of the amount realized) 

T (p. 9-27; the objective of the FPHC tax regime is to mitigate the tax avoidance effect of having a foreign 
corporation hold income-producing property, thereby deferring the U.S. tax until the foreign corporation 
repatriates such income to the U.S. shareholder; accordingly, each U.S. shareholder of a FPHC is subject to U.S. 
tax on the amount of any constructive dividend attributed to the shareholder) 

F (p. 9-24; the de minimis rule applies to only Foreign Base Company Income, not to all types of Subpart F 
income) 

F (p. 9-44; the relative tax benefit of electing the foreign earned income exclusion versus the foreign tax credit 
depends on the relative tax rates of the foreign country and the U.S.; if the tax rate of the foreign country is lower 
than the U.S., the tax benefit from electing the foreign earned income exclusion is greater than such benefit from 
electing the foreign tax credit; if the tax rate of the foreign country is higher than the U.S., as in this case, the tax 
benefit from electing the foreign tax credit may be greater (not lower) than such benefit from electing the foreign 
earned income exclusion) 

F (p. 9-9; under the FTC regime, interest expense is not first allocated to classes of income (i.e., income 
components); instead, it is allocated across all assets and then apportioned between U.S.-source and foreign- 
source income) 


Fill in the Blanks 


_ 


elective (p. 9-27; the direct FTC is elective in nature; alternatively, a deduction is allowed) 

green card (p. 9-35; a nonresident alien is a foreign citizen that is not a resident alien; an alien is a resident alien 
for a particular calendar year under §7701(b) if either the “green card test” or the “substantial presence test” is 
met) 

money (p. 9-12; because foreign currency is treated as money, the taxation of the foreign currency exchange is 
treated separately from the underlying transaction) 

average exchange rate (p. 9-13; this is the general rule; however, this rule applies only if such taxes are paid on 
or before the end of the second taxable year after the taxable year in which such taxes relate (but not before the 
taxable year in which such taxes relate); if this is not the case, foreign income taxes are translated into U.S. 
dollars at the exchange rate when the taxes are paid) 

NRA nonresident alien (p. 9-35; a nonresident alien is a foreign citizen that is not a resident alien; an alien is a 
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resident alien for a particular calendar year under §7701(b) if either the “green card test” or the “substantial 
presence test” is met) 
50, 50, 5 (p. 9-26; in the first year, 60% of the corporation’s gross income constitutes FPHC income) 


Multiple Choice 


8 


2: 
3. 


a (p. 9-38; item a. illustrates the “‘asset-use test,” one of two alternative tests used to determine whether the 
income is effectively connected with the conduct of a U.S. trade or business) : 

d (p. 9-27; all are characteristics of the foreign tax credit regime) 

a (p. 9-6; Eric’s compensation of $4,000 is U.S.-source income because he does not meet the commercial 
traveler exception (the compensation of $4,000 is greater than the $3,000 exception ceiling limitation)) 

b (p. 9-35; item b. is incorrect because the classification of an item of income (as to type) is determinative of its 
source; the mere fact that the income is paid by a domestic or foreign business located in the U.S. is not 
determinative of income source) 

a (p. 9-9; interest expense is allocated to all assets based on either (1) the fair market value of each asset or (2) 
the tax adjusted basis of each asset; then, interest expense is apportioned between U.S.-source and foreign-source 
income based on each asset’s affiliation with either U.S.-source or foreign-source income; assuming that interest 
expense may be allocated based on either (1) fair market value or (2) adjusted basis, the only correct answer is 
item a.; here, interest expense of $100,000 is first allocated across each asset based upon its fair market value; 
then, it is apportioned to U.S. Source Income in the amount of $63,636 [$100,000 x ($3,500,000/$5,500,000)]; 
using fair market value, foreign is $36,364; using tax/book, U.S. is $60,526 and foreign is $39,474) 

b (p. 9-11; the direct exchange rate of K into $ for the years 2008, 2009, and 2010 is 1.0 (1/1), 0.8 (1/1.25), and 
.625 (1/1.6), respectively; thus, taxable income of D’s QBU for years 2008, 2009, and 2010 is $200 (200K x 1), 
$160 (200K x .8), and $125 (200K x .625), respectively) 

d(p. 9-11; the direct exchange rate of K into $ in effect on the date of the remittance is equal to .625 (1/1.6); the 
dollar value of the remittance is equal to $187.5 (300K X .625); the K value equity pool is equal to 1,500K 
(900K + 200K + 200K + 200K); the dollar value of the basis pool is equal to $1,385 ($900 + $200 + $160 + 
$125; using the appropriate exchange rates) and the dollar value of the basis pool attributable to the remittance is 
equal to $277 (20% X $1,385); thus, D has a foreign currency exchange loss of $89.50 [the dollar value of the 
remittance of $187.50 less the dollar value of the basis pool attributable to the remittance of $277]) 

d (p. 9-37; under §1441, a withholding of tax on nonresident aliens and foreign partnerships is required; under 
§1442, a withholding of tax on foreign corporations is required; as a result, R must withhold tax on dividends 
paid to Shareholders A, B, and D (total dividends of $11,000 ($5,000 + $4,000 + $2,000)) 

b (p. 9-39; sales of real property by a foreign corporation are treated as U.S.-source income that is effectively 
connected with the conduct of a U.S. trade or business; the other items each constitute an item of Gross Income 
(assumed) that is U.S.-source Income, which is Fixed, Determinable, Annual or Periodic (FDAP) income that is 
generally NOT effectively connected with the conduct of a U.S. trade or business and, accordingly, is subject to 
a flat 30% tax) 


CHAPTER 10 
Partnerships: Formation, 
Operation, and Basis 


LEARNING OBJECTIVES 


After completing Chapter 10, you should be able to: 


SA ere eR 


Distinguish among the various types of entities treated as partnerships for tax purposes. 

Describe how partnership income is reported and taxed. 

Discuss governing principles and theories of partnership taxation. 

Describe the tax effects of forming a partnership with cash and property contributions. 

Identify elections available to a partnership, and specify the tax treatment of expenditures of a newly formed 
partnership. 

Specify the accounting methods available to a partnership and the methods of determining a partnership’s tax year. 
Calculate partnership taxable income and describe how partnership items affect a partner’s income tax return. 
Determine a partner’s basis in the partnership interest. 

Explain how liabilities affect a partner’s basis. 

Describe the limitations on a partner’s deducting his/her/its distributive share of partnership losses. 

Describe the treatment of transactions between a partner and the partnership. 

Provide insights regarding advantageous use of a partnership. 


KEY TERMS 


Aggregate concept General partnership Nonrecourse debt 

Capital account Guaranteed payment Outside basis 

Capital interest Inside basis Precontribution gain or loss 
Capital sharing ratio Least aggregate deferral rule Profit and loss sharing ratios 
Constructive liquidation scenario Limited liability company (LLC) Profits (loss) interest 
Disguised sale Limited liability limited Qualified nonrecourse debt 
Economic effect test partnership (LLLP) Recourse debt 

Electing large partnership Limited liability partnership (LLP) Separately stated items 
Entity concept Limited partnership Special allocation 


Syndication costs 


OUTLINE 


I. 


OVERVIEW OF PARTNERSHIP TAXATION 
A. What is a Partnership? 
1. A partnership is an association of two or more persons organized to carry on a trade or business, with 
each contributing money, property, labor, or skill and with all expecting to share in profits and losses. 
2. For Federal tax purposes, a partnership includes a syndicate, group, pool, joint venture, or other 
unincorporated organization through which any business, financial operation, or venture is carried on, 
and which is not classified as a corporation, trust, or estate. 
3. The types of entities taxed as partnerships include: 
general partnerships. 
limited partnerships. 
limited liability limited partnerships (LLLPs) 
limited liability partnerships (LLPs). 
limited liability companies (LLCs). 
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4. Liability of partners 
a. General partners are personally liable for partnership debt. 
b. Limited partners are liable for partnership debt only to the extent of their investment in the partnership. 
c. Limited liability partners are not liable for malpractice committed by their partner(s). 
d. Limited liability company members are generally provided liability protection similar to corporate 
shareholders. ; 
5. Elections Related to Partnership Status 
a. The “check-the-box” Regulations allow most unincorporated business entities to select their federal 


tax status. 

b. Entities with two or more owners can generally choose to be taxed as either a partnership or a C 
corporation. 

c. A partnership may elect out of the partnership taxation rules if it is involved in one of the following 
activities: j 


1. Investment (rather than the active conduct of a business). 
2. Joint production, extraction, or use of property. 
3. Underwriting, selling, or distributing a specific security issue. 
d. Ifa partnership elects out, the partnership is disregarded for Federal tax purposes, and its operations 
are reported directly on the owners’ tax returns. 
B. Taxation of Partnership Income 

1. Partnerships are not taxable entities; the taxable income or loss of the partnership flows through to the 
partners. 

2. Partners report their allocable share of partnership income or loss on their personal tax returns. 

3. Separately stated items are partnership income, expense, gain, or loss that retains its identity when it 
flows through to the partners. This reporting is required because such items might affect any two 
partners’ tax liabilities in different ways. 

C. Partnership Reporting 

1. A partnership must report the results of its activities on Form 1065. 
a. The partnership prepares Schedule M-1 or Schedule M-3 to reconcile book income to income on 

the tax return (the partnership’s equivalent of taxable income). 

2. This return is due by the fifteenth day of the fourth month following the end of the tax year. 

3. Each partner receives a Form 1065, Schedule K—1 which shows that partner’s share of partnership 
items. 

D. Conceptual Basis for Partnership Taxation 

1. The aggregate (conduit) concept treats the partnership as a channel through which income, credits, 
deductions, and other items flow to the partners. 

2. The entity concept treats partners and the partnership as distinct, separate units. The nature and amount 
of entity gains and losses are determined at the partnership level. 

E. Partner’s Ownership Interest in a Partnership 

1. Each partner typically owns a capital interest and a profits (loss) interest. 

2. A capital interest is measured by the partner’s capital sharing ratio (the percentage ownership of 
partnership capital). It is usually measured as the percentage of net assets a partner would receive on 
immediate liquidation of the partnership. 

A profits (loss) interest is the partner’s percentage allocation of current partnership operating results. 
The partnership agreement may provide for a special allocation of certain items to specified partners. 
5. A partner has a basis in the partnership interest. When income (loss) flows through to a partner from the 
partnership, the partner’s basis in the partnership interest increases (decreases) accordingly. 
F. Inside and Outside Basis 
1. Inside basis refers to the adjusted basis of each partnership asset, as determined from the partnership’s 
tax accounts. 
2. Outside basis represents each partner’s basis in the partnership interest. 
Il. FORMATION OF A PARTNERSHIP: TAX EFFECTS 
A. Gain or Loss on Contributions to the Partnership 
1. The formation of a partnership involves a contribution of assets to the partnership by the partners. 
Section 721 permits these contributions to generally be tax free; gain or loss recognition is deferred. 
2. Gain/Loss recognition is not deferred when: 
a. appreciated stocks are contributed to an investment partnership. 
b. the transaction is essentially a taxable exchange of properties. 


ee 
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c. the transaction is.a disguised sale of properties. 
d. the partner interest is received in the partnership in exchange for services rendered to the 
partnership by the partner. 


B. Tax Issues Relative to Contributed Property 


iF 


Basis 

a. The partnership uses a carryover basis (the contributing partner’s basis in the property becomes the 
partnership’s basis in that property). 

b. The partner uses a substituted basis (the basis of the property contributed becomes the basis of that 
partner’s partnership interest). ° 


Holding Period 
a. The holding period of an interest acquired by a cash contribution begins on the day the interest is 
acquired. 


b. The holding period of an interest acquired by a contribution of property, which was a §1231 or 
capital asset, carries over to the holding period of the partnership interest. 

c. The partnership’s holding period for contributions of property includes the period during which the 
partner owned the property individually. 

The transferring partner’s method and remaining recovery period of depreciable property contributed to 

the partnership carries over (the partnership continues the same cost recovery calculations). 

Gain or loss is treated as ordinary when the partnership disposes of either: 

a. contributed receivables. 

b. contributed inventory, if disposed of within 5 years of the contribution. 

A loss is treated as a capital loss if the property had a “built-in” capital loss on the contribution date and 

the partnership disposes of the property within 5 years of the contribution. The capital loss is limited to 

the “built-in” loss amount on the contribution date. 


C. Tax Accounting Elections 


IF 


Most tax elections are made by the partnership; these elections dictate how particular transactions and 

tax attributes will be handled. Elections include inventory method, accounting method, tax year, cost 

recovery methods and assumptions, Section 179 deductions, amortization of organization costs and 

start-up expenditures (and related amortization period), and method of cost allocation under Section 199 

(domestic production activities deduction). 

Each partner is bound by the elections made by the partnership. 

The only elections made by individual partners concern: 

a. whether to reduce the basis of depreciable property first when excluding income from discharge of 
indebtedness. 

b. whether to claim cost or percentage depletion for oil and gas wells. 

c. whether to take a deduction or a credit for foreign taxes paid. 


D. Initial Costs of a Partnership 


L 


Organization costs are costs incident to the creation of the partnership. 

a. Examples include accounting and legal fees connected to the partnership formation. 

b. The partnership may immediately expense the first $5,000 of these costs, subject to a phase-out on 
a dollar-for-dollar basis when these expenses exceed $50,000. 

c. Any organization costs that cannot be immediately expensed may be amortized over 180 months 
beginning with the month the partnership begins business. 

Start up costs are operating costs incurred after formation but before the entity begins business. 

a. Examples include marketing surveys, establishing an accounting system, employee training before 
the business starts, and employee salaries before the business starts. 

b. The partnership may immediately expense the first $5,000 of these costs, subject to a phase-out on 
a dollar-for-dollar basis when these expenses exceed $50,000. 

c. Any start up costs that cannot be immediately expensed may be amortized over 180 months 
beginning with the month the partnership begins business. 

Acquisition costs of depreciable assets are added to the partnership’s basis in the assets. 

Intangible assets (e.g., goodwill, licenses, customer lists, and trademarks) are generally amortized over 

a period of 15 years. 


_ Syndication costs are costs incurred in promoting and marketing partnership interests. 


a. These costs are capitalized with no amortization allowed. 
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E. Method of Accounting 


Ll. 


2 


A newly formed partnership generally may adopt either the ih or the accrual method of accounting, or 
a hybrid of these two methods. 

If one of the partners is a C corporation, the cash method may only be used if: 

a. the partnership meets a $5 million gross receipts test, 

b. the corporation is a qualified personal service corporation, or 

c. the partnership is in the farming business. 


F. Taxable Year of the Partnership 


1 


a 


A partnership’s tax year is, generally, determined in the following aie 

a. the tax year of the majority partners having the same tax year, 

b. _ the tax year of all the principal partners, 

c. the least aggregate deferral year. 

Exceptions are allowed: 

a. if the existence of a business purpose can be established to the satisfaction of the IRS, (e.g., ifa 
partnership recognizes 25% or more of its gross receipts in the last two months of a 12 month 
period). 

b. if taxes are deferred for not more than 3 months from the required year and deposits of estimated 
deferred taxes are made. 


Il. OPERATIONS OF THE PARTNERSHIP 
A. Measuring and Reporting Income 


i: 
2 


3; 


Form 1065 is an informational return which organizes and reports the year’s activities. 

A partnership must file its return by the 15th day of the fourth month following the close of the 

partnership’s tax year. 

Income measurement: 

a. First, under the conduit concept of partnership taxation, items which affect income, exclusions, 
deductions, and credits at the partner level are reported separately. 

b. Second, under the entity concept of partnership taxation, all items not required to be stated 
separately are netted at the partnership level to determine the partnership’s ordinary income or loss. 

The domestic production activities deduction (DPAD) is available to reduce taxable income by 9 

percent of the lower of (1) qualified production income or (2) taxable income. 

a. Whether an activity qualifies for the DPAD is determined at the entity level. 

b. Ifa partnership has a DPAD, then qualified production activities income must be determined and 
allocated to each partner (along with the W-2 wages paid). 

c. Guaranteed payments are not considered to be W-2 wages paid. 


B. Partnership Allocations 


Ns 


eg 


» 


The partnership agreement can provide for any partner to share capital, profits and losses in different 

ratios. 

Special allocations must follow the rules and Regulations of §704(b). One of these is the economic 

effect test. 

The economic effect test requires that: 

a. income allocations increase a partner’s capital account balance. 

b. deduction or loss allocations decrease a partner’s capital account balance.’ 

c. when a partner’s interest is liquidated such partner must: 
1. receive assets having a FMV equal to his capital account or 
2. restore his capital account if it is negative. 

Precontribution gain or loss 

a. Precontribution gain or loss must be allocated among the partners taking into account variations 
between the basis and the FMV of the property on the contribution date. 

b. Built-in gain or loss is allocated to the contributing partner when the partnership disposes of 
nondepreciable property. 

c. Regulations describe allowable methods of allocating depreciation deductions if the property is 
depreciable. 

d. Ifcontributed property has a built-in loss, allocations related to ais loss ¢ can be made only to the 
contributing partner. 
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C. Basis of Partnership Interest 


i: 


The original basis of a contributing partner’s interest is: 
FMV of any services performed 
+ money contributed 
+ adjusted basis of property contributed 
— liabilities transferred 
+ share of partnership debt. 
For partnership interests acquired after the partnership has been formed, the method of acquisition 
determines how the partner’s adjusted basis is computed. 
a. If purchased from another partner, basis equals the amount paid (cost basis). 
b. If acquired by gift, basis equals the donor’s basis plus some, or all, of the gift tax paid by the donor. 
c. If acquired-by inheritance, basis equals the FMV on date of partner’s death. 
Basis can never be less than zero. 
A partner’s basis in the partnership interest is subject to continuous fluctuations. Events and 
transactions which will have an effect on the basis of the partnership interest are: 
a. Increases: 
1. additional contributions and debt increases. 
2. taxable income of the partnership, including capital gains. 
3. tax-exempt income of the partnership. 
b. Decreases: 
1. distributions of partnership property and debt decreases. 
2. partnership expenditures, which are not deductible in computing taxable income or loss and 
which are not capital expenditures. 
3. partnership losses, including capital losses. 
Liability Sharing 
a. A partner’s basis is affected by the partner’s share of partnership debt. Two types of partnership 
debt exist—recourse debt and nonrecourse debt. 
b. Recourse debt is partnership debt for which the partnership or at least one partner is personally 
liable. 
Nonrecourse debt is debt for which no partner is personally liable. 
d. How liabilities are shared among the partners depends on whether the debt is recourse or 
nonrecourse and when the liability was incurred. 
e. Debts created before January 29, 1989: 
1. recourse debt is shared according to the partners’ loss sharing ratio. 
2. nonrecourse debt is shared according to the partners’ profit sharing ratio. 
f. Debts created after January 29, 1989: 
1. Recourse debt is shared according to a constructive liquidation scenario. 
2. Nonrecourse debt is allocated in three stages: 
a. minimum gain (liability in excess of book basis). 
b. remaining precontribution gain. 
c. remainder is allocated according to profit sharing or the manner in which nonrecourse 
deductions are expected to be shared. 


© 


D. Loss Limitations 


i 
ihe 


WN 


Three different limitations may apply to partnership losses that are passed through to a partner. 

The overall limitation allows losses only to the extent of the partner’s adjusted basis in the partnership 
interest. 

The at-risk limitation allows losses only to the extent of the partner’s economic investment basis. 
Economic investment includes the adjusted basis of cash and property contributed by the partner and 
the partner’s share of earnings that has not been withdrawn. 

Passive loss limitations, generally, allow losses only to the extent of passive income. 

These three loss limitations are applied in the order listed: (1) overall, (2) at-risk, and (3) passive. 
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IV. TRANSACTIONS BETWEEN PARTNER AND PARTNERSHIP 
A. Fixed or guaranteed payments made by the partnership to a partner for services rendered or use of the 
partner’s capital are deductible by the partnership as ordinary business expenses, as long as the payments are 
not based on the income of the partnership. 
1. Guaranteed payments resemble salary or interest payments of other businesses. 
2. Guaranteed payments are always treated as ordinary income to the recipient partner. 
B. When a partner engages in certain transactions with the partnership, he or she can be treated as a nonpartner, 
thus recognizing any gain or loss that may be realized. Two exceptions to this rule follow. 
1. No loss is recognized on the sale of property between a person and the partnership if the person owns" 
(directly or indirectly) more than 50% of partnership capital or profits. 
2. Any gain on a sale or exchange of property between a partner and the partnership is treated as ordinary 
income if the partner controls a capital or profit interest of more than a 50%. Capital gain treatment is 
allowed if the asset is a capital asset to both the seller and the purchaser. 
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TEST FOR SELF-EVALUATION—CHAPTER 10 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


T 


ii 


F 


F 


he 
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A partner in a partnership can be an individual, a corporation, an estate, a trust, or another partnership. 


A partnership liability affects a partner’s basis in a cash basis partnership if, and to the extent that, the 
liability increases the partnership’s basis in any of its assets. 


A partnership can change its profit and loss allocations at any time by simply amending its partnership 
agreement. 


Syndication fees for issuing and marketing interests in the partnership, such as commissions and 
professional fees, can be deducted as a current expense. 


A joint undertaking merely to share expenses or a mere co-ownership of property that is maintained and 
rented is not a partnership. But, if the co-owners provide services to the tenants, a partnership exists. 


A partnership is the relationship between two or more persons who join together to carry on a trade or 
business. Persons, when used to describe a partner, means only an individual. 


In determining a partner’s income tax for the year, a partner must take into account separately his or her 
distributive share of all of the following partnership items whether or not they are actually distributed. 


1. Net income from rental real estate 

2. Charitable contributions 

3. Gains and losses from sales or exchanges of capital assets 
4. Ordinary income or loss from trade or business activities 


On March 10, 2009, Daniel contributed land in exchange for a partnership interest in Parr Company. The 


fair market value of the land at that time was $40,000 and Daniel’s adjusted basis was $25,000. On 
December 2, 2010, Parr distributed that land to another partner. The fair market value at that time was 
$40,000. These transactions would not require a gain to be recognized by Daniel. 


Dr. Diaz and Dr. Garcia are both dentists who maintain separate practices, but they share the same office 
space. They equally divide the expenses, such as receptionist salary, rent, and utilities. This arrangement is a 
partnership for federal income tax purposes. 


The character of a partner’s distributive share of a partnership item of income, gain, loss, credit or deduction 
that the partner must take into account separately, is determined as if the partner had realized it directly from 
the same source or incurred it in the same manner as it was realized or incurred by the partnership. 
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Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


if 


Two legal concepts which have had a significant influence on the tax treatment of partners and partnerships are 
known as the concept and the concept. 


According to Section 704(a), a partner’s share of any partnership item is to be determined by 


Under Section 707(b), a loss from the sale or exchange of property will be disallowed if the partner has 
percent interest in the partnership. 


The measurement and reporting of partnership income requires a two step approach: the first step is the 
and of specific items on the partnership return; the second step is the 
measurement and reporting of the partnership’s income or loss. 


The partnership return is filed on Form 
The individual’s copy of the partnership return is known as Schedule 


A partner’s share of a distributive loss in the partnership is limited to his in the partnership. 


Multiple Choice 


Choose the best answer for each of the following questions. 


1. DCS Partnership, formed on September 15, 2010, elected to use a fiscal year ending November 30. DCS is 
required to file its return by which of the following dates? 


a. December 31, 2010 
b. January 18, 2011 

c. March 15, 2011 

d. April 15, 2011 


2. Tri-State Partnership has a fiscal year ending June 30. The partnership’s four partners have the following 
ownership interests and fiscal years: 


3/31 
6/30 


9/30 
12/31 


Assuming the partnership does NOT make a Section 444 election and does NOT establish a business 
purpose for a different period, what tax year must Tri-State use to file its tax return? 


a. March 31 

ba evunes0 

c. September 30 
d. December 31 
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With regard to a partnership computing its income, which of the following is determined by the individual 
partners and not by the partnership? 


a. Accounting methods. 

b. Amortization of certain organization fees and start-up costs. 
c. Income from cancellation of debt. 

d. - Depreciation methods. 


In which one of the following ownership combinations of Prescott Partnership would Pete be treated as 
owning more than 50% of the partnership? 


ar P Pete 30 percent 
Wife 10 percent 
Pete’s Aunt 60 percent 
bs Pete 45 percent 
His Uncle’s trust 55 percent 
c= Pete 10 percent 
Pete’s wife’s corporation 90 percent 
dis Pete 30 percent 
Pete’s Father 10 percent 
Pete’s Nephew 60 percent 


Ken and Liz each have a 50% interest in KeLi Partnership. The partnership and the individuals file on a 
calendar year basis. For its 2009 tax year, KeLi had a $30,000 loss. Ken’s adjusted basis in his partnership 
interest on January 1, 2009 was $8,000. In 2009, KeLi Partnership had a profit of $28,000. Assuming there 
were NO other adjustments to Ken’s basis in the partnership in 2009 and 2010, what amount of partnership 
income (loss) would Ken show on his 2009 and 2010 individual income tax returns? 


2009 2010 
a. ($8,000) $0 
b. ($ 8,000) $ 7,000 
c. ($15,000) $ 7,000 
d. ($15,000) $14,000 


The DKC Partnership, which is not a publicly traded partnership or a rental real estate partnership, was 
formed on January 1, 2010. DKC incurred a $24,000 loss for the year ending December 31, 2010 and had 
no income. The three partners share profits and losses equally. Ms. K is a passive investor in DKC. She 
contributed $3,000 to the partnership on January 1, 2010, and an additional $5,000 during 2010. Ms. K had 
draws totaling $1,000 during 2010. What is Ms. K’s deductible loss from DKC for 2010, if she had $4,500 
in income from other passive investments? 


a. $8,000 
b. $7,000 
c. $6,000 
d. $4,500 
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Gerard has a 60% interest in the capital and profits of Sly Partnership. He also owns a 65% interest in the 
capital and profits of Brice Partnership. On February 5, 2010, Sly Partnership sold land to Brice Partnership 
for $35,000. At the time of the sale, the land had an adjusted basis to Sly Partnership of $40,000. What is the 
amount of loss that Sly Partnership can recognize in 2010? 


a. $6,500 
b. $5,000 
Cheat 0 
Ge kU 


Under the terms of a partnership agreement, Annabelle is entitled to’a fixed annual payment of $10,000 
without regard to the income of the partnership. Her distributive share of the partnership income is 10 
percent. The partnership has $50,000 of ordinary income after deducting the guaranteed payment. Which of 
the following states the amount and character of Annabelle’s income from the partnership? 


a. $15,000 of ordinary income. 

b. $10,000 capital gain and $5,000 of ordinary income. 

c. $15,000 of capital gain. 

d. $10,000 of ordinary income and $5,000 capital gain. 

At-risk rules apply to most trade or business activities, including activities conducted through a partnership. 


The at-risk rules limit a partner’s deductible loss to the amounts for which that partner is considered at risk 
in the activity. Select the statement below that is incorrect. A partner is considered at risk for: 


a. The money and adjusted basis of any property he or she contributed to the activity. 
b. The partner’s share of net income retained by the partnership. 


c. Certain amounts borrowed by the partnership for use in the activity if the partner is personally liable for 
repayment or the amounts borrowed are secured by the partner’s property (other than property used in 
the activity). — 


d. 90% of the total expected tax for the current year. 
Josephine acquired a 20 percent interest in a partnership by contributing property that had an adjusted basis 


to her of $8,000 and a $4,000 mortgage. The partnership assumed payment of the mortgage. What is the 
basis of Josephine’s interest? 


a. $1,600 
b. $2,400 
c. $3,600 
d. $4,800 
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SOLUTIONS TO CHAPTER 10 QUESTIONS 


True or False 


I 


10. 


T (p. 10-20; under §761(b), a partner is defined as a member of a partnership; a member is a person who has an 
interest in a partnership; a person includes an individual, trust, estate, partnership, association, company or 
corporation under §7701(a)(1)) 

T (p. 10-28; under §752(a), after a partnership begins its activities or after a partner is admitted, any increase in a 
partner’s share of the liabilities of a partnership is treated as a contribution of money; under §722, the basis of a 
partner’s interest in a partnership (outside basis) is increased for a contribution of money; thus, a partner’s 
adjusted basis in his partnership interest is increased (decreased) for the partner’s proportionate share of any 
increase (decrease) in partnership debt) 

T (p. 10-7; under §761(c), the partnership agreement associated with a particular tax year includes any 
modification of the partnership agreement, which is (1) made prior to (or at) the time prescribed by law for the 
filing of the partnership income tax return for such tax year (not including extensions) and (2) agreed to by all 
partners (or adopted in such other manner as may be provided by such partnership agreement)) 

F (p. 10-16; under §709, the partnership may elect to amortize capitalized organizational costs ratably over a 
period of 60 months or more (starting with the month business begins); however, syndication costs incurred for 
promoting and marketing interests in partnerships are not organizational costs - they must be capitalized because 
they are incurred incident to the creation of the partnership) 

T (p. 10-4; under Reg. §1.761-1(a), the term “partnership” is broader in scope than the common law meaning of 
partnership; however, a joint undertaking merely to share expenses is not a partnership; if, however, services are 
provided to tenants, an business is being actively carried on and a partnership would exist) 

F (p. 10-4, 20; under §761(b), a partner is defined as a member of a partnership; a member is a person who has 
an interest in a partnership; a person includes an individual, trust, estate, partnership, association, company or 
corporation under §7701(a)(1)) 

T (p. 10-21; under §702(a), each partner must take into account separately his or her distributive share of the 
partnership’s (1) net long-term capital gain or loss, (2) net short-term capital gain or loss, (3) net §1231 gain or 
loss, (4) aggregate amount of charitable contributions, (5) aggregate amount of dividends, (6) aggregate amount 
of any other item that must be separately stated, and (7) other ordinary income or ordinary loss)) 

F (p. 10-25; Daniel contributed appreciated land to Parr on March 10, 2009; on that date, the land’s fair value of 
$40,000 exceeded Daniel’s adjusted basis of $25,000 (by $15,000); on December 2, 2010, the land contributed 
by Daniel was distributed to another partner; as a result, Daniel must recognize gain of $15,000 under 
§704(c)(1)(B)) 

F (p. 10-4; a joint undertaking merely to share expenses is not a partnership; Dr. Diaz and Dr. Garcia equally 
divide certain expenses, but they do not divide profits; this arrangement is not a partnership for federal income 
tax purposes) 

T (p. 10-21; under §702(b), the character of any item of income, gain, loss, or deduction included in a partner’s 
distributive share under §702(a) is determined as if the item were realized directly from the source from which 
realized by the partnership (or incurred in the same manner as incurred by the partnership)) 


Fill in the Blanks 


Ve 


aggregate (or conduit); entity (p. 10-8; application of the aggregate concept treats the partnership as a conduit 
through which income, deductions, gains, and losses flow to the partners; the entity concept treats partners and 
the partnership as separate and distinct units) 

the partnership agreement (p. 10—7; in general, under §704(a), a partner’s distributive share of partnership 
income, deduction, gain, or loss is determined by the partnership agreement) 

more than 50% (p. 10-39; according to §707(b)(1), no deduction is allowed for any loss realized on the sale or 
exchange of property between a partnership and a person owning more than 50% of the capital interest (or 
profits interest) in such partnership) 

segregation; reporting; ordinary (p. 10-21; in reporting partnership items of income, deduction, gain and loss, the 
partnership must follow a two-step approach in satisfying the mandate of $702; first, it must segregate and 
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report on items that must be separately stated; second, all other items are netted together at the partnership level 
to produce an amount of ordinary income or loss) 

1065 (p. 10-6; a partnership covered by Subchapter K must file a Form 1065 (along with related Schedule K- 
I’s)) 

K-1 (p. 10-6; the amounts on Schedule K (Form 1065) are allocated to the partners and communicated to the 
partners by means of Schedule K-1 (each partner receives a Schedule K-1 that identifies the partner’s distributive 
share of partnership items of income, deduction, gain and loss)) 

adjusted basis (p. 10-32; under §704(d), a partner’s distributive share of partners loss (including capital loss) 


is allowed only to the extent of the adjusted basis of the partner’s interest in the partnership at the end of the 


partnership year; the excess of any loss over the partner’s basis may be allowed as a deduction in a subsequent 
year) 


Multiple Choice 


il? 
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c (p. 10-21; Form 1065 is due on the fifteenth day of the fourth month following the close of the partnership’s 
tax year; the first tax year of DCS is the fiscal year ending November 30, 2010; DCS is required to file its first 
return by March 15, 2011) 

a (p. 10-19; the taxable year that results in the least aggregate deferral of income to the partners is March 31 and 
is determined as follows. 


Interest 3/31 12/31 6/30 3/31 12/31 6/30 


Boulder. [03/31 | 1s $4006 5, | O55 13 Ses ae Oy atl acta 
Granite__| 6/30 30% eT ee 


Year Partnership Months of Deferral Aggregate Deferral 
Partner End 


9/30 20% | 6h 9d 8 120% hn 180% | 5 OMT 
a 
b apepein atecph tnpaieyyn! | jcusivoe dint ska) LOTAL 


c (p. 10-15; under §703(b), any election affecting the computation of partnership taxable income is made by the 
partnership, except for areas dealing with (1) cancellation of indebtedness, (2) mining exploration, and (3) 
foreign taxes) 

c (p. 10-39; under §267(c), (1) entity attribution: stock owned by a trust is treated as being owned 
proportionately by its beneficiaries and (2) family attribution: an individual is considered as owning the stock 
owned by his family (brothers, sisters, spouse, ancestors and lineal descendants); item c. is correct because Pete 
owns 100% of Prescott [10% directly and 90% constructively, through his wife (family attribution) and her 
100% owned corporation (entity attribution)]; item a. is incorrect because Pete owns only 40% of Prescott [30% 
directly and 10% constructively, through his wife (family attribution)]; item b. is incorrect because Pete owns 
only 45% of Prescott [45% directly]; item d. is incorrect because Pete owns only 40% of Prescott [30% directly 
and 10% constructively, through his father (family attribution)]) 

b (p. 10-33; Ken’s 2009 distributive share of KeLi loss is $15,000 ($30,000/2), which reduces his adjusted basis 
in his partnership interest from $8,000 to zero; Ken is only able to deduct $8,000 of this loss on his 2009 
individual income tax return ($15,000 loss to the extent of $8,000 basis); the balance of $7,000 ($15,000 

— $8,000) is carried over to a future year; Ken’s 2010 distributive share of KeLi income is $14,000 ($28,000/2), 
which increases his adjusted basis in his partnership interest from zero to $14,000; further, Ken is able to-deduct 
on his 2010 individual income tax return the carryover portion ($7,000) of his 2009 distributive share of KeLi 
loss, which reduces his adjusted basis in his partnership interest from $14,000 to $7,000) 

d(p. 10-35; in 2010, Ms. K has made total contributions of $8,000 ($3,000 + $5,000) and has received a 
withdrawal/distribution of cash of $1,000, which adjusts her adjusted basis in her partnership interest from zero — 
to $8,000 to $7,000; Ms. K’s 2010 distributive share of DKC loss is $8,000 ($24,000/3), which reduces her 
adjusted basis in her partnership interest from $7,000 to zero; Ms. K is only able to deduct $7,000 of this loss on 
her 2010 individual income tax return ($8,000 loss to the extent of $7,000 basis), subject to the passive activity 
loss rules of §469; because Ms. K only has $4,500 in income from other passive activities, she is only able to 
deduct $4,500) 
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d (p. 10-39; Gerard owns more than 50% of the capital interest and profits interest of Sly and Brice; in 2010, 
when Sly sells depreciated land to Brice, Sly’s realized loss of $5,000 ($35,000 — $40,000) is not recognized 
(§707(b)(1) disallows any loss realized on the sale or exchange of property between members of a controlled 
group of partnerships)) 

a (p. 10-37; Annabelle’s distributive share of partnership ordinary income is $5,000 (10% x $50,000); in 
addition, Annabelle must recognize $10,000 of ordinary income related to her guaranteed payment (guaranteed 
payments are usually expressed as a fixed-dollar amount or as a percentage of capital contribution)) 

d (p. 10-34; under §465, a partner’s distributive share of partnership losses are limited to the extent that the 
partner is at risk (economic investment); economically invested amounts include (1) cash contributed, (2) the 
adjusted basis of property contributed, (3) the partner’s share of partnership income that has not been withdrawn 
and (4) the partner’s share of partnership recourse indebtedness, for which the partner is personally liable) 

d (p. 10-22; Josephine contributed property with a mortgage of $4,000 (assumed by the partnership) and an 
adjusted basis to Josephine of $8,000 (initial basis is $8,000 under §722); under §752(b) and §722, Josephine’s 
adjusted basis is increased by $800 (her proportionate share (20%) of the increase in partnership debt arising the 
partnership’s assumption of the mortgage of $4,000); under §752(b) and §733, the partnership’s assumption of 
the mortgage of $4,000 is treated as a distribution of money (in the amount of $4,000) from the partnership to 
Josephine; her adjusted basis is reduced (but not below zero) by this amount (from $8,800 to $4,80U)) 
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CHAPTER 11 


Partnerships: Distributions, Transfer of 


Interests, and Terminations 


LEARNING OBJECTIVES 


After completing Chapter 11, you should be able to: 


1. 
2. 
as 


Determine the tax treatment of proportionate nonliquidating distributions from a partnership to a partner. 
Determine the tax treatment of proportionate distributions that liquidate a partnership. 

Describe the tax treatment that applies to distributions treated as disguised sales and distributions of marketable 
securities and precontribution gain property. 

Describe the general concepts governing tax treatment of disproportionate distributions. 

Determine the tax treatment under §736 of payments from a partnership to a retiring or deceased partner. 
Calculate the selling partner’s amount and character of gain or loss recognized on the sale or exchange of a 
partnership interest. 

Describe tax issues related to other dispositions of partnership interests. 

Calculate the optional adjustments to basis under §754. 

Outline the methods of terminating a partnership. 

Describe the special considerations of a family partnership. 

Describe the application of partnership provisions to limited liability companies (LLCs) and limited liability 
partnerships (LLPs). 

Describe tax planning considerations related to partnership distributions and sales of partnership interests. 


KEY TERMS 


Appreciated inventory Nonliquidating distribution Technical termination of 
Disproportionate distribution Optional adjustment election partnership 

Hot assets Proportionate distribution Unrealized receivables 
Liquidating distribution Section 754 election 


OUTLINE 


DISTRIBUTIONS FROM A PARTNERSHIP 
A. All distributions from a partnership fall into two distinct categories: 
1. Liquidating distributions, 
2. Nonliquidating distributions. 
B. A liquidating distribution occurs when either the partnership liquidates and distributes all property to its 
partners, or when an ongoing partnership redeems the interest of one of its partners. 
C. A nonliquidating distribution is any distribution from a partnership to a continuing partner. The two types 
of nonliquidating distributions are draws or partial liquidations. 
1. Draws are distributions of a partner’s share of partnership profits that have been taxed to that partner. 
2. Partial liquidations reduce the partner’s interest in partnership capital and are a return of investment in a 
partnership interest. 
D. In general, if a nonliquidating distribution is proportionate, no gain or loss is recognized by either the 
partnership or partner. 
1. The partner takes a carryover basis in the assets distributed. 
2. The partner’s outside basis is reduced (but not below zero) by the amount of cash and the adjusted basis 
of property distributed. 
3. Ifthe cash distributed exceeds the partner’s outside basis, the partner recognizes capital gain. 
4. Losses are not recognized on nonliquidating distributions. 
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When the inside basis of the assets distributed exceeds the partner’s outside basis, the Code requires 
that the assets be deemed distributed in the following order: 

a. first, cash. 

b. second, unrealized receivables and inventory (ordinary income producing property). 

c. third, other property. 

If the partner’s outside basis cannot absorb the second and/or third order of distributions, the partner’s 
basis, after the cash distribution, is to be allocated first within the second class, and then to the other 


property. 


E. Proportionate Liquidating Distributions 


i 


o>) 


>, 


The general ordering and gain recognition rules are as follows: 

a. Cash is distributed first and reduces the partner’s outside basis dollar for dollar. A capital gain is 
recognized if the cash distributed exceeds the partner’s basis. 

b. The partner’s remaining outside basis is then allocated to unrealized receivables and inventory up 
to the amount equal to the partnership’s basis (inside basis). 

c. If any outside basis remains, it is allocated to the other assets received. 

Special rules apply when more than one asset in a particular class is distributed. 

No gain or loss is recognized by the partnership. 

The partner recognizes a loss if: 

a. the partner receives only money, unrealized receivables or inventory, and 

b. the partner’s outside basis exceeds the aggregate amount of the inside basis of the assets 
distributed. 

If any other property is received, loss recognition is postponed. 


F. Property Distributions with Special Tax Treatment 


}: 


ay 
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In a “disguised sale”, the partner is treated as having sold the property and must report a gain on the 
sale. The partnership takes a cost basis in the property purchased. 
Marketable securities are generally treated as cash distributions. As a result, if the value of the securities 
exceeds the partner’s outside basis, the partner must recognize a taxable gain. Marketable securities are 
not treated as cash if: 
a. they were originally contributed by the partner to whom they are now distributed, 
b. the property was not a marketable security when acquired by the partnership, or 
c. the partner is an eligible partner of an investment partnership. 
Precontribution Gain 
a. Ifa partner contributes appreciated property to a partnership, that partner recognizes gain if: 
1. the contributed property is distributed to another partner within seven years of the contribution 
date, or 
2. the partnership distributes any property other than cash to that partner within seven years after 
the partner contributed the appreciated property. , 
b. The partner’s basis in the partnership interest is increased by the amount of gain recognized. 
1. For property distributed to another partner, the basis of the distributed property is increased by 
the amount of gain recognized. 
2. For property other than cash distributed to the contributing partner, the partnership increases its 
basis in the precontribution gain property remaining in the partnership. 


G. Disproportionate Distributions 


L. 


A disproportionate distribution occurs when a partnership makes a distribution that increases or » 
decreases a partner’s proportionate interest in certain ordinary income producing property (known as 
“hot assets”—substantially appreciated inventory and unrealized receivables). 

a. “Inventory” includes all assets that are not cash, capital or §1231 assets. Substantially appreciated 
inventory is inventory that has a FMV in excess of 120 percent of the partnership’s adjusted basis 
for the inventory. 

b. Unrealized receivables are rights to receive future amounts that will result in ordinary income when 
the income is recognized. 

The transaction is recast so that each partner recognizes and reports his proportionate share of ordinary 

income based on his proportionate share of the underlying assets of the partnership. 
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Il. LIQUIDATING DISTRIBUTIONS TO RETIRING OR DECEASED PARTNER 

A. Payments made by an ongoing partnership in complete liquidation of a partner’s interest are classified as 
either property payments (for partnership assets) or income payments (for the partnership’s going-concern 
value). 

B. Property payments are made in exchange for the partner’s pro rata share of each partnership asset, §736(b). 
1. In general, §736(b) payments are considered a return of the partner’s outside basis in the partnership. 
2. Cash payments in excess of that outside basis will be taxed as a capital gain. 

3. Cash payments insufficient to cover the outside basis will be taxed as a capital loss. 

C. If part of the property payment is for the partner’s share of “hot assets,” the payment is allocated between 
the hot and non-hot assets. The portion of the payment related to the hot assets is treated as a 
disproportionate distribution (see above). 

D. Income payments, §736(a), are all payments not classified as §736(b) payments. 

E. Income payments are classified as guaranteed payments or distributive shares. 

1.. Guaranteed payments are not determined by reference to partnership income and are fully deductible by 
the partnership; they are taxed as ordinary income to the recipient partner. 

2. Distributive share payments are determined by reference to partnership income and retain their 
character when distributed to the recipient partner. 

F. Series of Payments 
1. Ifthe partners have specifically agreed to the allocation and timing of property and income payments, 

the agreement normally controls. 
2. Ifno agreement is made, regulations specify the classification rules for each payment. 


Ill. SALE OF A PARTNERSHIP INTEREST 
A. Asa general rule, capital gain or loss results from the sale or exchange of a partnership interest. The gain or 
- loss recognized is the difference between the amount realized and the partner’s adjusted basis, including any 
liabilities. 

B. When a partner sells an entire interest in the partnership, income for the partnership interest for the tax year 
is allocated between the buying partner and selling partner, and the partnership’s tax year “closes” with 
respect to the selling partner. 

1. The selling partner’s basis is adjusted for the allocated income or loss before the partner calculates gain 
or loss on disposition. 

2. There are several acceptable methods of determining the partner’s share of income (e.g., proration; 
interim closing of the books). 

C. Major exceptions to the general rule arise when a partner sells his or her interest in a partnership and there 
are unrealized receivables or appreciated inventory (“hot assets”). Under Section 751, these items, when 
accounted for in the sale of a partnership interest, generate ordinary income. 

1. “Unrealized receivables” include: 
a. accounts receivable of a cash basis partnership and 
b. for sale or exchange purposes, depreciation recapture potential. 
2. “Appreciated inventory” includes essentially all partnership property except money, capital assets and 
§1231 property. Unrealized receivables are included in this definition. 
3. Inventory is appreciated when aggregate FMV of receivables exceeds the aggregate adjusted basis to 
_ the partnership of such receivables. 


Ly; OTHER DISPOSITIONS OF PARTNERSHIP INTERESTS 
A. The transfer of a partnership interest to a controlled corporation will be treated as a nontaxable exchange if 
the conditions of Section 351 are satisfied. 
1. Ifthe partnership interest transferred represents 50 percent or more of the total interest in capital or 
profits, the partnership is terminated. 
2. The incorporation method used should be carefully chosen as the method chosen may lead to different 
inside and outside basis amounts. 
B. Like-kind exchange rules do not apply to the exchange of different partnerships’ interests but can apply to 
exchanges of interests in the same partnership. 
If a partner dies, the taxable year of the partnership closes for that partner on the date of death. 
Generally, the donor of a partnership interest does not recognize gain or loss. 
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OPTIONAL ADJUSTMENTS TO PROPERTY BASIS 
A. A partnership may elect to adjust the basis of its property when a partner’s interest is sold or exchanged, a 
partner dies, or property (including cash) is distributed. 
1. The purpose of this optional adjustment is to equalize the inside and outside bases of the partner’s 
interest. 
2. Once made, the election remains in effect until the IRS consents to its revocation. 
B. Ifa partner’s interest is sold to a third party, or a partner dies, the adjustment to partnership property is the 
transferee’s outside basis in the partnership minus the transferee’s share of the inside basis of the property. 
1. The adjustment can be either positive or negative. 
2. Ifastep-up of depreciable property is involved, the optional adjustments is depreciated by the transferee 
partner, as if a newly acquired asset. 
3. The adjustment affects the basis of partnership property with respect to the transferee partner only. 
C. Optional adjustments to basis are also available to the partnership when property is distributed.. 
1. The basis of partnership property is increased by: 
a. Any gain recognized by the distributee partner. 
b. The excess of the partnership’s adjusted basis of any distributed property over the distributee 
partner’s adjusted basis of that property. 
2. The basis of partnership property is decreased by: 
a. Any loss recognized by the distributee partner. 
b. In the case of a liquidating distribution, the excess of the distributee partner’s adjusted basis of any . 
distributed property over the partnership’s basis of that property. 


TERMINATION OF A PARTNERSHIP 
A. The partnership terminates and its tax year closes when: 
1. The partnership incorporates. 
2. Ina two-party partnership, when one partner buys out the other, creating a sole proprietorship. 
3. The partnership ceases operations and liquidates—a sale or exchange of partnership interest(s) result. 
B. The partnership taxable year usually does not close when a partner dies or when a partner’s interest is 
liquidated. However, the partnership year does close for the deceased or liquidated partner. 
C. A technical termination occurs if more than 50% of the partnership’s capil and profits interests are 
transferred within a 12-month period. 


OTHER ISSUES 

A. Family partnerships require special consideration. Because of the close relationship between family 
members, channeling income from high tax-bracket members to low tax-bracket members may be found 
abusive. 

1. A family member will be recognized as a partner only in the following cases: : 
a. If capital is a material income-producing factor and the family member’s capital interest is acquired 

in a bona fide transaction in which ownership and control are received. 
b. If capital is not a material income-producing factor and the family member performs substantial or 
vital services to the partnership. 

2. When capital is a material income-producing factor and the partner is a child under 14 years of age, a 
substantial portion of the child’s distributive income may be taxed at the parent/partner’s marginal tax 
rate unless the income share constitutes earned income (the “kiddie tax”). If the minor child is 14 or 
older, these taxing restrictions are avoided. 

3. Ifa family member acquires a capital interest by gift in a achily partnership, only part of the income 
may be allocated to this interest. 

4. Family limited liability companies (LLC) are also being used to achieve the same estate planning goals 
as family limited partnerships. Family LLCs often provide more flexibility than iamaty limited 
partnerships and this may result in wider adoption of the carly LEC, 

B. Limited Liability Companies 

1. An LLC with two or more owners is taxed as a partnership. 

2. Since none of the LLC members is personally liable for LLC debt, the LLC is effectively treated as a 
limited partnership with no general partners. 

3. All owners can participate in management of the LLC. 
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Transfers of property to the LLC in exchange for an ownership interest are generally governed by 

partnership tax provisions. 

a. Contributed property with built-in gains or losses is subject to the partnership allocation rules 
(discussed above). 

b. An LLC member contributing built-in gain property can be subject to tax on certain distributions 
within seven years of the contribution. 

All LLC liabilities are treated as nonrecourse (because of limited liability). 

Special allocations under §704(b) are generally permitted. 

Optional adjustments to basis election can generally be made. 

A partnership can easily convert to an LLC. However, a corporation (either C or S) that reorganizes as 

an LLC is treated as having liquidated (a taxable transaction to both shareholders and the corporation) 

and formed as a partnership (a nontaxable event). 


Limited Liability Partnerships (LLP) 


l. 
zi 


Partners in a registered LLP are jointly and severally liable for contractual liability. 
Partners are liable for their own malpractice or other torts, but are not liable for their partners’ 
malpractice or torts. 


Regulations have been issued which allow the IRS to ignore the partnership form if it believes that a 
transaction (or series of transactions) is abusive. 
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TEST FOR SELF-EVALUATION—CHAPTER 11 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 
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Joan received a gift from her father of a capital interest in a family partnership. There are NO limits on the 
amount that can be allocated Joan as a distributive share of partnership income because capital is a material 
income-producing factor. 

Payments made in liquidation of the interest of a retiring or deceased partner in exchange for his or her 
interest in partnership property are considered a distribution, not a distributive share or guaranteed payment 
that could give rise to a deduction (or its equivalent) for the partnership. 

During 2010, Sergio contributed property to his partnership. Sergio must recognize gain or loss on the 
distribution of the property to another partner within 7 years of the contribution. 

When there is a sale or liquidation of a partner’s interest in a partnership, the adjusted basis of the partner’s 
partnership interest is determined on the date of the sale or liquidation. 

Mr. Clysdale is a partner in Clysdale and Associates Partnership. The other two partners are his sister and 
his 17-year old son, Gregory. The partnership’s income consists mostly of compensation for services 
performed by Mr. Clysdale and his sister. Gregory is a high school student and acquired his one-third 
interest by gift. Gregory is recognized as a partner in the firm for tax purposes. 

On December 31, 2010, Kay-Ann’s adjusted basis in GEM Partnership was zero and her share of 
partnership liabilities was $30,000. The partnership had no unrealized receivables or substantially 
appreciated inventory items. Kay-Ann withdrew from the partnership on December 31, 2010, and was 
relieved of any partnership liabilities. As a result she has a $30,000 capital Joss. 

Chad’s interest in BCD Partnership had an adjusted basis of $80,000. In complete liquidation of his interest, 
he received $30,000 cash, inventory items having a basis to the partnership of $44,000, and a company 
automobile having an adjusted basis to the partnership of $12,000. The basis of the automobile in Chad’s 
hands is $12,000. 

In a liquidating distribution a loss is recognized if the sum of the cash received plus the basis of distributed 
unrealized receivables and inventory is less than the adjusted basis of the partner’s interest prior to the 
liquidating distribution and no other property is distributed. 

Recognition of gain will not occur in the liquidating distribution of property unless cash is received in 
excess of interest. 

The Code permits a partnership to increase or decrease the basis of partnership assets in the event of a death 
of one of the partners or if a partner’s interest is sold or exchanged. 

An optional basis adjustment is binding only for the year-in which it is made unless consent is received from 
the IRS to make it continuous. 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


Is 


Under the general rule of section 741, a partnership interest is a 
which will result in the recognition of 


asset, the sale or exchange of 


Section 751 provides that amount realized from the sale of a partnership interest which are attributable to 


or must be treated as the sale of a noncapital asset. 


Partnership liabilities forgiven or assumed by another partner are treated as distributions. 
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Multiple Choice 
Choose the best answer for each of the following questions. 


1. All of the following statements with respect to property contributed to a partnership are correct except: 


a. Usually, neither the partners nor the partnership recognizes a gain or loss when property is contributed 
to the partnership in exchange for a partnership interest. 


b. The contributing partner must recognize gain or loss on a distribution of the property to another partner 
within 5 years of the contribution. * 


c. Exchanges of partnership interests generally qualify for nontaxable treatment as exchanges of like-kind 
property. 
d. The exchange of limited partnership interests in one partnership for limited partnership interests in 


another partnership may qualify as a tax-free contribution of property to the second partnership if the 
transaction is made ‘for business purposes. 


2. All of the following statements with respect to a partner’s sale or exchange of a partnership interest are 
correct except: 
a. The sale or exchange of a partner’s interest in a partnership usually results in a capital gain or loss. 


b. Gain or loss recognized by the selling partner is the difference between the amount realized and the 
adjusted basis of the partner’s interest in the partnership. 


c. The selling partner must include as part of the amount realized, any partnership liability he or she is 
relieved of. 


d. The installment method of reporting cannot be used by the partner who sells a partnership interest at a 
gain. 
3. A partnership terminates when: 


(1) All of its operations are discontinued and no part of any business, financial operations, or venture is 
continued by any of its partners in a partnership or a limited liability company classified as a 
partnership, or 


(2) At least 50% of the total interest in partnership capital and profits is sold or exchanged within a 12- 
month period, including a sale or exchange to another partner. 


The above statement is true in its entirety. 
The above statement is false in its entirety. 
Only item (1) above is true. 


a oo PS 


Only item (2) above is true. 


4. Walter is a limited partner in Cat Partnership. He contributed $30,000 in cash on the formation of the 
partnership. His adjusted basis in the partnership is $40,000, which includes his share of partnership 
liabilities of $10,000. In 2010, Walter sold his interest in the partnership for $60,000 in cash. He had been 
paid his share of partnership income for the tax year. The partnership has no other liabilities or receivables 
or substantially appreciated inventory. What is the amount and character of Walter’s gain? 


a. $20,000 capital gain 
b. $20,000 ordinary gain 
c. $30,000 capital gain 
d. $30,000 ordinary gain 
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5. The adjusted basis of Ted’s partnership interest is $30,000. In complete liquidation of his interest, he 
receives $10,000 in cash, his share of the inventory items having a basis to the partnership of $12,000, and 
two parcels of land having adjusted bases to the partnership of $12,000 and $4,000. What is Ted’s basis in 
the two parcels of land? 


a. $8,000 and $4,000 
b. $5,000 and $3,000 
c. $6,000 and $2,000 
d. $8,000 and $0 


6. Rick’s interest in ATP Partnership has an adjusted basis of $300,000. In a complete liquidation of his 


interest, he received the following: 
Fair Market Value 


ATP’s Adjusted Basis 


$ 140,000 $ 140,000 
160,000 180,000 


Computer 40,000 20,000 
Invento 60,000 60,000 
What is Rick’s basis in the building and computer, respectively? 
Building Computer 


a. $ 80,000 $20,000 
b. $ 90,000 $10,000 
c. $120,000 $30,000 
d. $135,000 $30,000 
e. none of the above 


7. Fred became a limited partner in the Happy Partnership by contributing $10,000 in cash on the formation of 
the partnership. The adjusted basis of his partnership interest at the end of the current year is $20,000, which 
includes his $15,000 share of partnership liabilities. The partnership has no unrealized receivables or 
substantially appreciated inventory items. Fred sells his interest in the partnership for $10,000 in cash. He 
had been paid his share of the partnership income for the tax year. Fred realized $25,000 from the sale of 
partnership interest ($10,000 cash payment plus $15,000 liability relief). How much should he report as a 
capital gain? 


a. $2,500 
b. $5,000 
c. $7,500 
d. $10,000 


8. Cynthia is a partner in CF Partnership. The adjusted basis of her partnership interest is $19,000, of which 
$15,000 represents her share of partnership liabilities. Cynthia’s share of the partnership’s unrealized 
receivables is $6,000. The partnership has no substantially appreciated inventory items. Cynthia sold her 
partnership interest for $28,000 cash. What is the amount and character of her gain? 


a. $6,000 capital gain 

b.: $6,000 ordinary income; $18,000 capital gain 
c. $18,000 capital gain 

d. $18,000 ordinary income; $6,000 capital gain 
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9. You area partner in ABC Partnership. The adjusted basis of your partnership interest at the end of the 
current year is zero. Your share of potential ordinary income from partnership depreciable property is 
$5,000. The partnership has no other unrealized receivables or substantially appreciated inventory itents. 
You sell your interest in the partnership for $11,000 in cash. Which of the following statements is accurate: 
(1) You report the entire amount as a gain since your adjusted basis in the partnership is zero. 

(2) You report $5,000 as ordinary income from the partnership’s depreciable property. 
(3) You report the remaining $6,000 gain as capital gain. 


a. 2 and 3 are correct, but | is incorrect. 
b. All of the statements are incorrect. 

c. All of the statements are correct. 

d. 1 is correct, but 2 and 3 are incorrect. 
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SOLUTIONS TO CHAPTER 11 QUESTIONS 


True or False 


1. F (p. 11-36; within the context of a family partnership, there are limits on the amount that can be specially 
allocated to Joan as a distributive share of partnership income (in the case where capital is a material income- 
producing factor); Joan’s father is allocated reasonable compensation first) 

2. T (p. 11-18; payments made by an ongoing partnership in complete liquidation of a retiring partner’s interest are 
classified as either income payments under §736(a) or property payments under §736(b); §736(b) payments are 
property distributions made to a retiring partner in exchange for the partner’s interest in partnership assets (as is 
the case here); because §736(b) payments are gah Maa as distributions, the partnership is not allowed a 
deduction for any of these payments) 

3 T (p. 11-13; under §704(c)(1)(B), if property is contributed by a partner to a partnership and the property’s fair 
value does not equal adjusted basis, then if the property is subsequently distributed to another partner within 7 
years (beginning on the date of contribution), the contributing partner (Sergio) will recognize (on the date of 
distribution) the difference between the property’s fair value and adjusted basis on the date of contribution) 


4. T (p. 11-24; under §706(c)(2)(A), when a partner disposes of his entire interest in the partnership, the 
partnership’s tax year closes with respect to that partner on the sale date) 
“7 F (p. 11-35; Clysdale and Associates is a partnership where capital is not a material income-producing factor, 


where the other two partners (Mr. Clysdale and his sister) perform most of the services that substantially 
constitute the income of the partnership; Gregory does not provide substantial services to the partnership; under 
§704(e), Gregory will not be recognized as a partner of Clysdale and Associates for tax purposes) 

6. F (p. 11-9; when Kay-Ann withdrew from GEM, her share of partnership liabilities decreased by $30,000, which 
is treated as a distribution of money from the partnership to Kay-Ann; Kay-Ann’s gain realized and recognized is 
$30,000 (the excess of money deemed distributed of $30,000 over $-0-, the adjusted basis of Kay-Ann’s 
partnership interest immediately before the distribution) 

ae F (p. 11-9; Chad’s adjusted basis in his partnership interest of $80,000 is reduced by the $30,000 cash 
distributed in the same transaction and then is allocated to properties in the following order: first to myers 
($44,000); then to the automobile ($6,000 ($50,000 less $44,000)) 


8. T (p. 11-11; under §731(a)(2), in the case of a distribution by a partnership to a partner, a loss is recoeatall to 
the partner if no property other than money, inventory and receivables is distributed) 

9. T (p. 11-9; under §731(a)(1), in the case of a distribution by a partnership to a partner, gain is recognized if any 
money distributed exceeds the adjusted basis of such partner’s interest in the partnership immediately before the 
distribution) 

10. T (p. 11-30; under §743(a), the basis of partnership property is adjusted provided a §754 election is in effect) 
of F (p. 11-30; the §754 election is binding for all subsequent tax years (until the election is revoked by the 


partnership)) 


Fill in the Blanks 


I capital; capital gain or capital loss (p. 11—23; the gain or loss is considered a capital a or loss (except to the 
extent that Section 751 applies)) 
2. unrealized receivables; inventory (p. 11—25; §751 applies to the sale or exchange of a partnership interest if the 


partnership has “hot assets”. “Hot assets” are assets the value of which when realized by the partnership results 
in ordinary income to the partnership (e.g., unrealized receivables and substantially appreciated inventory)) 

Shy cash (p. 11—5; under §752(b), any decrease in a partner’s share of the liabilities of the partnership i is treated as a 
distribution of money (cash) from the partnership to the partner) 


Multiple Choice 


i c (p. 11-29; exchanges of partnership interests do not qualify as “like-kind” property under Section 103 1; item a. | 
is correct under §721(a); item b. is correct under §704(c)(1)(B); item d. is correct under §721(a))- 
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he d (p. 11—22; the installment method may be used (except to the extent that §751 relates to depreciation recapture 
under §1245 or §1250); item a. is correct under §741; item b. is correct under §1001; item c. is correct under 
Reg. §1.1001-2(a)) 

eh a (p. 11—33; both (1) and (2) are true based on §708(b)) 

4. c (p. 11-22; Walter’s adjusted basis the partnership is $40,000; his. basis is reduced from $40,000 to $30,000 
when Walter’s share of partnership liabilities are paid; his basis is increased from (by an unspecified amount) as 
Walter recognizes his distributive share of partnership income under §705; it is then reduced under §733 (by the 
same amount) when he receives his cash distribution (“paid his share of partnership income’’); at the time of the 
sale, his adjusted basis (outside basis) is $30,000 and his capital gain realized and recognized is $30,000 (amount 
realized of $60,000 less adjusted basis of $30,000)) 

= c (p. 11-9; Ted’s adjusted basis of $30,000 is reduced by the $10,000 cash distributed; the remaining $20,000 is 
allocated to properties in the following order: first, $12,000 to inventory; second, $8,000 ($30,000 — $10,000 
— $12,000) to the 2 parcels of land, with basis allocated based upon their relative adjusted bases: $6,000 to parcel 
1 [($12,000/$16,000) x $8,000] and $2,000 to parcel 2 [($4,000/$16,000) x $8,000]) 

6. e (p. 11-9; Ted’s adjusted basis in his partnership interest of $300,000 is reduced by the $140,000 of cash 
distributed; the remaining basis of $160,000 is allocated to properties in the following order: first, $60,000 to 
inventory, second $100,000 ($300,000 — $140,000 — $60,000) to the building and the computer, with basis 
allocated based upon their relative adjusted bases (assuming unrealized depreciation of $20,000 associated with 
the computer): $88,889 to the building [$160,000 — (($160,000/$180,000) x $80,000)] and $11,111 to the 
computer [$40,000 — $20,000 — (($20,000/$180,000) x $80,000)]}) 

ip b (p. 11-22; at the time of the sale, Fred’s adjusted basis in his partnership interest is $20,000; thus, his capital 
gain realized and recognized is $5,000 [amount realized of $25,000 ($10,000 cash + $15,000 relief of liabilities) 
less adjusted basis of $20,000] under §1001 and §741) 

8. b (p. 11-25; Cynthia’s adjusted basis in her partnership interest is $19,000; normally, her capital gain recognized 
would be $24,000 [amount realized of $43,000 ($28,000 cash + $15,000 relief of liabilities) less adjusted basis of 
$19,000]; however, there are “hot assets” (e.g., unrealized receivables); §751 applies to split this transaction into 
2 parts; first, the deemed sale of “hot assets” results in ordinary income of $6,000 (the “hot assets” are allocated 
none of the adjusted basis); second, the remaining amount realized of $37,000 and adjusted basis of $19,000 
produces an $18,000 capital gain) 

9. c (p. 11-25; §751 applies with respect to the recapture potential associated with the depreciable property; as a 
result, of the $11,000 gain, $5,000 is ordinary and $6,000 is capital) 
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CHAPTER 12 
S Corporations 


LEARNING OBJECTIVES 


After completing Chapter 12, you should be able to: 

Explain the tax effects that S corporation status has on shareholders. 
Identify corporations that qualify for the S election. 

Explain how to make an S election. 

Explain how an S election can be terminated. 

Compute nonseparately stated income and identify separately stated items. 
Allocate income, deductions, and credits to shareholders. 

Calculate how distributions to S corporation shareholders are taxed. 
Calculate a shareholder’s basis in S corporation stock. 

Explain the tax effects that losses have on shareholders. 

Compute the built-in gains and passive investment income penalty taxes. 
Engage in tax planning for S corporations. 


Fae OOF Oe OS 


pet 


KEY TERMS 


Accumulated adjustments Bypass election Small business corporation 
account (AAA) Other adjustments account (OAA) Subchapter S 

Accumulated earnings and Passive investment income (PII) Voluntary revocation 
profits (AEP) Previously taxed income (PTI) 

Built-in gains tax S corporation 


OUTLINE 


I. INTRODUCTION 
A. The S corporation rules were enacted to minimize entity choice tax considerations for small businesses. 
B. The S election allows the corporation to avoid double taxation and loss limitations inherent with regular 
corporations while still enjoying many of the nontax benefits available to regular corporations. 


Il. QUALIFYING FOR S CORPORATION STATUS 
A. Definition of a Small Business Corporation 
1. For S corporation status, a small business corporation: 

a. is a domestic corporation. 

b. is an eligible corporation: 
1. certain banks and insurance companies are ineligible. 
2. non-U.S. corporations are ineligible. 

c. issues only one class of stock: 

1. differences in voting rights are allowed. 

2. distribution or liquidation rights must be identical. 

3.. debt may be reclassified as a separate class of stock unless it meets the “straight debt” safe 
harbor. 

d. has no more than 100 shareholders: 

1. family members may elect to be treated as one shareholder. 

2. “members of the family” are defined as the common ancestor, the lineal descendants of the 
common ancestor, and the spouses (or former spouses) of the lineal descendants or common 
ancestor. 

3. This election may be terminated. 


12-1 
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e. has as its shareholders only individuals, estates, certain trusts, and certain tax-exempt organizations 
(i.e., partnerships, corporations, LLCs, LLPs and IRAs can’t own S corporation stock). 
f. has no nonresident alien shareholder. 


B. Making the Election 


l. 
os 
a 


6. 


A small business corporation must file Form 2553 to make the S election. 

All shareholders must consent to the election in writing. 

In order to be effective for the current year, the election must be made on or before the 15th day of the 
3rd month of the current year. 

The election may be made at any time during the current year to be effective for the following year. 
No election can be made for a corporation not yet in existence; the first month of a newly created 
corporation is the earliest of: 

a. when the corporation has shareholders, 

b. when the corporation acquires assets, or 

c. when the corporation begins doing business. 

The IRS can grant relief from the various requirements. 


C. Loss of the Election 


l. 
Zs 


An S election remains in force until it is revoked or lost. 

Violation of one of the eligibility rules causes termination of the S election as of the date on which the 

disqualifying event occurs. Disqualifying events include: 

a. the number of shareholders exceeds the maximum allowed. 

b. anonresident alien becomes a shareholder. 

c. another class of stock is created. 

Voluntary revocation may be made by shareholders owning a majority of shares (voting and 

nonvoting). A revocation made by the 15th day of the 3rd month is effective for the entire year unless a 

later date is specified. 

Failing to qualify as a small business corporation (e.g., issuing a second class of stock) immediately 

terminates the S corporation election. 

Failing the passive investment income (PII) limitation causes termination of the S election as of the 

beginning of the fourth year. 

a. This limitation applies only to S corporations having accumulated E & P from years in which the 
corporation was a C corporation. 

b. Further, the limitation only applies if the corporation has passive income in excess of 25% of its 
gross receipts for three consecutive years. 

c. Pll includes dividends, interest, rents, gains and losses from sale of securities, and royalties. Rents 
may be excluded if significant personal services are provided to the tenant. 


D. Reelection After Termination 


L 
Ze 


Generally, five years must pass before a new election can be made. 
This five year waiting period is waived when: 
a. there is a more than 50% change in ownership, or 


b. the event which caused disqualification was not reasonably within the control of the S corporation 


or its majority shareholders. 


Il. OPERATIONAL RULES 
A. Computation of Taxable Income 


1 


S corporations are treated much like partnerships for tax purposes. Differences include: 

a. S corporations can amortize organizational expenditures. 

b. S corporations must recognize gains (but not losses) on distributions of appreciated property to 
shareholders. 

In general, S corporation items are divided into (1) nonseparately stated income or loss and (2) 

separately stated income, losses, deductions and credits. 

a. Separately stated income, losses, deductions, and credits are items which could uniquely affect the 
tax liability of a shareholder. 

b. An S corporation’s separately stated items are the same as for a partnership (see text for a detailed 
listing). 

Nonseparately stated income or loss and all separately stated items are allocated pro rata to each 

shareholder for each day the stock is owned. 
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B. Tax Treatment of Distributions to Shareholders 


i 


m 


6. 
1 


8. 


The amount of any distribution to an S corporation shareholder is the cash plus the fair market value of 

any other property distributed. 

How the distribution is treated depends on whether the S corporation has accumulated earnings and 

profits (AEP) from previous C corporation years. 

a. Ifthe S corporation was never a C corporation or there is no AEP from C corporation years, the 
distribution is a tax-free recovery of capital to the extent of shareholder basis in the S corporation 
stock. 

b. Ifthe S corporation has AEP, the distribution is classified according to a specific statutory 
procedure that treats pre-S election AEP distributions as dividends and post-S election earnings 
differently. 

An accumulated adjustments account (AAA) is used to track undistributed earnings of an S corporation 

that have been previously taxed to shareholders. 

a. AAA isa cumulative total of undistributed nonseparately and separately stated items. It is meant to 
parallel the calculation of C corporation AEP. 

b. Exhibit 12.1 demonstrates the AAA computation. AAA is determined at the end of each year (not 
when distributions are made). 

c. Incalculating AAA for distribution purposes, the net negative adjustments (e.g., the excess of 
losses and deductions over income) for the tax year are ignored. 

d. The AAA can have a negative balance. However, distributions cannot make the AAA negative or 
increase a negative balance. 

A shareholder has a proportionate interest in the AAA. 

For an S corporation with accumulated E & P, a cash distribution is (see Concept Summary 12.1): 

tax-free up to the shareholder’s interest in AAA, limited to stock basis, 

tax-free up to the amount of PTI (previously taxed income), 

a taxable dividend to the extent of AEP, 

return of capital, limited to remaining stock basis, and 

e. capital gain to the extent of any remaining amount distributed. 

S corporations report changes in the AAA on Schedule M-2 of Form 1120S. 

S corporations that report $10 million or more of total assets on Schedule L must file Schedule M-3 in 

lieu of Schedule M-1. 

Special rules cover cash distributions during the one-year period after an S election termination. 


Sri OS 


C. Tax Treatment of Property Distributions by the Corporation (see Concept Summary 12.2) 


ii 
De 
3. 
4. 


An S corporation recognizes a gain on any distribution of appreciated property. 

The corporate gain is passed through to the shareholders. 

The S corporation does not recognize a loss when depreciated property is distributed. 
The shareholder’s basis in the property is its FMV. 


D. Shareholder’s Basis 


kL 
2: 
a. 


Initial stock basis is determined similar to that of stock basis in a C corporation. 

Basis is increased by further stock purchases and capital contributions. 

Next, corporate operations during the year increase stock basis. 

a. Nonseparately computed income, 

b. Separately stated income items, 

c. Depletion in excess of the property’s basis increase. 

Basis is then reduced by distributions of AAA or PTI. 

Next, nondeductible expenses and nonseparately stated and separately stated loss and deduction items 

decrease shareholder basis. 

A shareholder’s basis can never be negative. 

a. Once stock basis is zero, any additional basis reductions from losses or deductions, but NOT 
distributions, decrease the shareholder’s basis in loans made to the S corporation. 

b. Any excess of losses or deductions is suspended until there are subsequent bases. 

c. Subsequent increases (e.g., income) adjust debt back to its original basis before any increase is 
made to stock basis. 

A distribution in excess of stock basis does not reduce any debt basis. If a loss and a distribution occur 

in the same year, distributions reduce basis first. 
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E. Treatment of Losses 


A, 


2: 


4. 


Net operating losses (NOL) are passed through to the shareholders and are deductible to the extent of 
stock and loan bases. 

An NOL which exceeds the shareholder’s basis may be carried forward and deducted by the same 
shareholder, if and when, basis is restored. 

Passive activity losses and credits flow through to shareholders and decrease the shareholder’s basis, 
whether or not deductible under the passive activity loss rules. 

S corporation shareholders may only deduct an NOL if they are “at-risk” for the loss. 


F. Tax on Pre- Election Built-In Gain 


1. 


om 


A C corporation electing S status after 1986, may incur a spe in level tax on gains attributable to 

asset appreciation during.C corporation years. 

The total amount of gain recognized is limited to the aperegate, net built-in gains at the time of 

conversion to S status. 

The tax applies when the S corporation disposes of a built-in gain asset in a taxable disposition within 

10 years of the conversion to S status. The 10-year holding period is reduced to 7 years for tax years 

beginning in 2009 and 2010. 

Any unrealized gain on appreciated assets (e.g., real estate, cash basis receivables, and goodwill) on the 

day the corporation elects S status is subject to this tax. 

a. The highest corporate tax rate (currently 35 percent) is applied to the gain when the asset is sold. 

b. The maximum amount of gain that can be recognized is limited to the aggregate net built-in gain on 
the date it converted to S status. 

For purposes of the tax on built-in gains, certain C corporation carryovers are allowed as offsets, 

including: 

a. unexpired NOLs or capital losses. 

b. business credit carryovers. . 

If a corporation is using FIFO, any built-in gain is recognized as the inventory is sold. A LIFO-basis 

corporation does not recognize this gain unless the corporation invades the LIFO layer during the 

required 7-year or 10-year recognition period. 


G. Passive Investment Income Penalty Tax 


1B 
ps 


ap 


4. 


An S corporation having AEP from C corporation years is taxed on its excess net passive income. 
Excess Net Passive Income is: (Passive investment income — 25% of gross receipts)/total passive 
investment for the year x net passive investment income for the year 

The amount subject to tax cannot exceed the corporation’s taxable income for the year. 

The applicable tax rate is the highest corporate tax rate for the year (currently 35 percent). 


H. Other Operational Rules 


ik 


2. 


S corporations must make estimated tax payments for any recognized built-in gains and excess passive 
investment income. 

An S corporation may own stock in another corporation but, is not eligible for a dividend’ received 
deduction. 

An S corporation is not subject to the 10 percent of taxable income limitation applicable to charitable 
contributions made by a C corporation. 

Any family member who renders services or furnishes capital to the electing corporation must be 
reasonably compensated to avoid adjustments by the IRS to reflect the value of such services or capital. 
A shareholder’s portion of S income is not self-employment income. Compensation for services 
rendered to an S corporation is subject to FICA taxes. 


IV. TAX PLANNING CONSIDERATIONS 
A. In determining when the S election is advisable, it is necessary to consider all of the provisions that will 
affect the owners. 
B. Because Subchapter S is elective, strict compliance with the Code is required in making and preserving the ~ 
election and operating the corporation. Shareholders and management should be made aware of the various 
transactions that could cause involuntary termination of the S election. 
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S Corporation Distributions to Shareholders 


KOR 


Tax free up to amount in 
AAA - limited to basis 

Tax free up to amount of 

PTI - under pre 1983 rules 
Dividend to extent of 

accumulated E & P 
Gain from sale of Return of capital 
property-capital gains | 


Shareholder’s basis cannot be less than zero 


Does corporation have 
any accumulated E & P 


Did all shareholders consent 


Tax free to extent of 
shareholder’s basis 


to AAA Bypass Election? 
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Section 1361 — Definition of a Small Business Corporation 


Is it a domestic corporation? 


Is it an ineligible corporation? 


Does not 


Does it have more than one class of Qualify to 
19 Elect S$ 
stock? : 
Corporation 


Status 


Does it have a resident alien as a 
shareholder? 


Does it have, as shareholders. entities 
other than individuals, estates and 
certain trusts? 


Does it have have more than 100 
shareholders? 


Is any stock owned by “family 
members”? 


Treat as one shareholder 


Qualifies to 
Elect 
S Status 


NOW does it have more than 100 
shareholders? 
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TEST FOR SELF-EVALUATION—CHAPTER 12 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


T 


F 


ie 


A corporation’s election of S corporation status is valid if a majority of its shareholders consent to the 
election. 


Both separately stated items and the nonseparately stated income or loss are passed through to the 
shareholders of an S corporation in proportion to their shareholdings. 


Blue, an S Corporation, has no earnings and profits. In 2010, Blue distributed cash of $40,000 to Sunny, its * 
sole shareholder. Sunny’s basis in Blue’s stock on December 31, 2010 (before considering the distribution) 
was $35,000. On January 1, 2011, Sunny’s basis in Blue’s stock would be ($5,000). 


A loss on the sale or exchange of property is not deductible if the transaction is directly or indirectly 
between two S corporations and the same persons own more than 50% in value of the outstanding stock of 
each corporation. 


If an S corporation is subject to the tax on excess net passive investment income, it must reduce the items of 
passive income passed through to the shareholders. 


If an S corporation’s passive investment income is more than 25% of gross réceipts for two consecutive tax 
years and the corporation has pre-S corporation earnings and profits at the end of each of those years, the 
corporation’s.S corporation status will be terminated. 


Omega Corporation, an S corporation, has 10 shareholders on January 1, 2010. During the year, eight of the 
existing shareholders, owning 51% of the stock, sold their interests to one new individual shareholder. 
Omega will automatically terminate its S corporation status on the day over 50% of Omega’s stock was 
transferred. 


Exodus Corporation, a calendar year S corporation, has 70 shareholders on January 1, 2010. On June 30, 
2010, a shareholder sold her stock to Interferon Corporation. On July 1, 2010, Interferon sold the stock to its 
sole shareholder, Anthony. Exodus Corporation will file two short period returns for 2010. 


For any tax year, an S corporation can elect its distributions as coming first from earnings and profits if all 
shareholders who receive a distribution during the tax year consent to the election. This election remains in 


effect for all tax years thereafter. 


For 2010, the books and records of Clover, Inc., a cash basis S corporation, reflected the following: 


Salary to Dad Clover, President and 50% shareholder $22,000 
Salary to Son Clover, Janitor and 50% shareholder $60,000 
Loans to Dad Clover during 2010, no repayments $30,000 


Dad Clover worked 40 hour weeks for the entire year but said that the business could not afford to pay him a 
salary more than $22,000. The IRS could reclassify the $30,000 and/or part of the son’s salary to Dad 
Clover, and assess income tax withholding as well.as employment taxes on those amounts. 
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Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


Lf 


ze 


Generally an S corporation is a tax rather than a tax entity. 


A distribution by an S corporation having no earnings and profits is in gross income to the 
extent that it does not exceed the shareholder’s adjusted basis in stock. 


An S corporation’s net operating loss pass through cannot exceed a shareholder’s adjusted basis in the 
plus the basis of any made to the corporation. 


The term “small” for purposes of the S election refers to the 


The long-term capital gain from the sale of securities would generally be treated as investment 
income for the purpose of calculating the tax on Excess Net Passive Income. 


Distributions that exceed the shareholder’s tax basis for the stock are taxable as 


The of stock in an S corporation is calculated similarly to the basis of stock in a 
regular corporation. 


Net operating losses which exceed the shareholder’s stock basis are used to reduce the 
the shareholder. 


Multiple Choice 


Choose the best answer for each of the following questions. 


1. All of the following factors serve to determine whether an S corporation may be subject to the tax on excess 
net passive income except: 


a. The S corporation has been an S corporation from the date of its incorporation. 
b. The S corporation has Subchapter C earnings and profits at the end of the year. 
c. Passive investment income is more than 25% of its gross receipts. 

d. More than 50% of loans payable are not at-risk. 


2. What is the nonseparately stated income amount of an accrual basis, calendar year S corporation with the 
following items? 


Gross receipts $200,000 
Interest income 12,000 
Rental income 25,000 
Cost of goods sold and commissions 127,000 
Net long-term capital gain 17,000 
Compensation paid to shareholder 10,000 

a. $63,000 

b. $73,000 

c. $117,000 

d. $127,000 
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3. Twister, an S corporation, has no earnings and profits. In 2010, Twister distributed property with a fair 
market value of $65,000 and an adjusted basis of $52,000 to Carlos, its sole shareholder. After recognizing 
his share of any corporate gain or loss, his adjusted basis in Twister’s stock at year end was $50,000. How 
should the distribution be handled by Carlos? 


a. $50,000 as return of capital and $15,000 as nontaxable distribution. 
b. $50,000 as return of capital and $15,000 as taxable capital gain. 
c. $50,000 as return of capital and $2,000 as taxable capital gain. 
d. $50,000 as nontaxable distribution. 
4. On January 1, 2010, Jon purchased 50% of Waite, Inc. (an S corporation), for $75,000. At the end of 2010, 


Waite incurred an ordinary loss of $160,000. How much of the loss can Jon deduct on his personal income 
tax return for 2010? 


a. $37,500 
b. $75,000 
c. $80,000 
d. $160,000 


5. To qualify for S corporation status in 2010, a corporation must meet all of the following requirements 
except: 


a. Must be a domestic corporation. 

b. Must have no more than 100 shareholders. 

c. Must have as shareholders only individuals, certain trusts or other corporations. 
d. Must have shareholders who are citizens or residents of the U.S. 


6. All of the following would reduce the basis of a shareholder’s stock in an S corporation except: 
a. A shareholder’s pro rata share of nontaxable distributions by the S corporation to its shareholders. 


b. A shareholder’s pro rata share of all loss and deduction items of the S corporation that are separately 
stated and passed through to the shareholder. 


c. A shareholder’s pro rata share of any nonseparately stated loss of the S corporation. 
d. A shareholder’s pro rata share of any nonseparately stated income of the S corporation. 


7. On December 31, 2010, Valor, a calendar year S corporation since 1982, made a $100,000 distribution to its 
sole shareholder, Bryant. Valor’s books and records reflect the following for 2010: 


Accumulated adjustments account (January 1, 2010) $ 5,000 
Ordinary income for 2010 50,000 
Previously taxed income account at the time of the distribution 10,000 
Accumulated earnings and profits at the time of the distribution 5,000 


Bryant’s basis in Valor’s stock on January 1, 2010 was $40,000. How much income will Bryant report from 
this S corporation investment in 2010 and what is its character? 


Ordinary Income Capital Gain 


a. $50,000 $10,000 
b. $55,000 $ 5,000 
C. $60,000 $ -0- 
d. $50,000 $60,000 
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8. Magnolia Corporation, a calendar year S corporation, was formed on January 1, 2009. Kathy owns 25 
percent of Magnolia’s outstanding stock which she purchased for $20,000. In 2009, Kathy guaranteed a 
corporate loan for $40,000. In 2010, Kathy made payments on the loan totaling $10,000. Magnolia had 
losses of $90,000 and $60,000 in 2009 and 2020, respectively. What is the amount of the loss that Kathy can 
carry over to 2011? 


a. $0 

b. $7,500 
c. $10,000 
d. $17,500 


9. On January 1, 2010, Mr. Wise purchased 50 percent of S Corporation Cobra’s only class of stock 
outstanding for $150,000. On December 1, 2010, he purchased the other 50% of Cobra’s stock for $150,000. 
For 2010, Cobra incurred a net operating loss of $237,250. How much of the loss can Mr. Wise deduct on 
his individual income tax return for 2010? 


a. $118,625 
b. $128,348 
c. $150,000 
ae a2) 1,250 


10. In 2009, Lisa acquired 100% of the stock of newly formed Computers Inc. for $50,000 cash. Computers _ 
incurred a loss of $15,600 for 2009. On January 1, 2010, Computers properly elected S corporation status. 
Its net income for 2010 was $20,000. A dividend of $5,000 was declared and paid in 2010. What is Lisa’s 
basis in Computers Inc. as of December 31, 2010? 


a. $70,000 
b. $65,000 
c. $51,000 
d. $50,000 


11. Inthe context of the tax on excess net passive income paid by S corporations, net passive income does not 
include: 


a. interest and dividends. 
b. annuities. 
c. net operating losses. 
d. sales or exchanges of stock. 
12. Mr. Oliver received a distribution from an S corporation that was in excess of the basis of his stock in the 


corporation. The S corporation had no earnings and profits. Mr. Oliver should treat the distribution in excess 
of his basis as 


a. areturn of capital. 

b. previously taxed income. 

c. acapital gain. 

d. areduction in the basis of his stock. 


13. With regard to an S corporation and its shareholders, the at-risk rules applicable to losses 
a. take into consideration the S corporation’s ratio of debt to equity. 
b. apply at the shareholder level rather than at the corporate level. 

é c. are subject to the elections made by the S corporation’s shareholders. 

d. depend on the type of income reported by the S corporation. 


4 
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14. All of the following would reduce the basis of a shareholder’s stock in an S corporation except: 
a. Ashareholder’s pro rata share of any nonseparately stated loss of the S corporation. 


b. A shareholder’s pro rata share of all loss and deduction items of the S corporation that are separately 
stated. 


c. Ashareholder’s pro rata share of any nondeductible expenses of the S corporation that are not properly 
chargeable to capital account. 


d. A shareholder’s pro rata share of any nonseparately stated income of the S corporation. 


15... Which of the following events would cause an S corporation to cease to qualify as an S corporation: 
a. A 25% shareholder sells her shares to an individual who wants to revoke the S corporation status. 
b. The corporation is liable for tax on excess net passive investment income for two consecutive years. 
c. A shareholder has zero basis in his stock. 
d. The S corporation issues its stock to another corporation. 


16. The books and records of May Inc., a calendar year S corporation since 1983, reflect the following 
information for 2010: 


Accumulated adjustments account (January 1, 2010) $ 60,000 
Accumulated earnings & profits (January 1, 2010) 50,000 
Ordinary income for 2010 204,000 


May Inc. has one shareholder, Paula, whose basis in May’s stock was $100,000 on January 1, 2010. During 
2010, May distributed $300,000 to Paula. What is the amount of the distribution that would be treated as a 


dividend by Paula? 
a. $0 

b. $36,000 

c. $264,000 

d. $300,000 
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SOLUTIONS TO CHAPTER 12 QUESTIONS 


True or False 


it. F (p. 12—9; under §1362(a)(2), the election is valid only if a// persons (who are shareholders on the day such 
election is made) consent to the election) 
2 T (p. 12-15; under §1366, a shareholder must take into account both separately stated and non-separately stated 


items of income or loss) 

3: F (p. 12-16; Blue has no AE&P; as a result, Blue’s 2010 distribution of $40,000 to Sunny is treated by Sunny as 
a tax-free return of capital to the extent of $35,000 (Sunny’s stock basis) and a gain from the deemed sale or 
exchange of stock to the extent of $5,000 ($40,000 - $35,000); Sunny’s stock basis cannot go below zero) 

4. T (p. 12-23; the related party rules of §267 apply; if one S corporation sells depreciated property to a “related” S 

corporation, the realized loss of the first S corporation is not recognized; instead, the realized loss is suspended 

until the second S corporation sells the property to an unrelated party) 

T (p. 12-31; passive income reported by each shareholder is reduced by their allocable portion of the tax) 

F (p. 12-12; three consecutive tax years) 

F (p. 12-11; under §1362(d), only if a voluntary revocation is filed by the new 51% shareholder) 

T (p. 12-11; Exodus’ S election is terminated effective June 30, 2010; Exodus may re-elect S before the 5-year 

waiting period has expired because the event causing the termination was not reasonably within the control of 

Exodus or shareholders owning a majority of shares of Exodus) 

9. F (p. 12-19; a year-by-year election is made for all distributions during a particular tax year) 
10. T (p. 12-32; the salary to Son does not seem reasonable relative to the salary of Dad; if there is no evidence of a 
bona fide indebtedness with respect to the transfer of $30,000 from Clover to Dad, the IRS may reclassify these 
transfers - treating the loans to Dad as compensation and a portion of the salary to Son as unreasonable) 


SS eB AA, 


Fill in the Blanks 


it reporting; paying (p. 12~2; the taxation of S corporations and their shareholders is similar to the taxation of 
partnerships and their partners; the incidence of taxation of an S corporation generally occurs at the shareholder 
level under §1366, rather than at the corporate level) 


a not included (p. 12—16; under §1368(b), the distribution is treated as a tax-free return of capital to the extent that 
the amount does not exceed the shareholder’s stock basis) 
3: stock; loans (p. 12—25; under §1366(d), the aggregate amount of deductions and losses taken into account by a 


shareholder is limited to the sum of the shareholder’s (1) adjusted basis in the stock and (2) adjusted basis in 
loans made by the shareholder to the corporation) 


4. number of shareholders (p. 12—7; the term small refers to the ceiling limitation of 75 shareholders on the number. 
of shareholders that can hold S corporation stock) 

a passive (p. 12—31; under §1375, a tax is imposed at the corporate level on Excess Net Passive Income) 

6. capital gains (p. 12-16; under §1368(b), an amount distributed in excess of a shareholder’s stock basis is treated 
as gain from the deemed sale or exchange of stock (capital gain)) 

Ts initial tax basis (p. 12—22; regular C corporation provisions (§§351 and 358) determine the tax consequences 


relating to the formation of an S corporation, including determining the shareholder’s initial stock basis) 
8. basis in loans from (p. 12-25; §1366(d)) 


Multiple Choice 


ke d (p. 12-31; the at-risk rules are irrelevant to the application of the §1375 tax; item a. is incorrect because had 
the corporation always been an S corporation, the corporation would have no AE&P and the §1375 tax would 
not apply; item b. is incorrect because if the corporation has AE&P at the end of the year, the §1375 tax may 
apply; item c. is incorrect because having Passive Investment Income greater than 25% of Gross Receipts is one 
of the requirements for application of the §1375 tax) ° 
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= a (p. 12-14; separately stated items include Rental Income (Passive Activity Income), Interest Income 
(Investment Income) and Net Long-term Capital Gain; the aggregate of all nonseparately stated amounts is 
$63,000 (Gross Receipts of $200,000 less Cost of Goods Sold and Commissions of $127,000 less Compensation 
paid to shareholder of $10,000) 

ag b (p. 12-16; the amount distributed to Carlos by Twister is $65,000 (the fair market value of the property); under 
§1368(b), the amount distributed of $65,000 is treated by Carlos as a tax-free return of capital to the extent of 
$50,000 (Carlos’ stock basis) and as gain from the deemed sale or exchange of stock (capital gain) to the extent 
of $15,000 ($65,000 - $50,000)) 

4. b (p. 12-25; Jon’s pro rata share (determined on a per share per day basis) of Waite’s ordinary loss is $80,000 
($160,000 x .5); however, under §1366(d), Jon can deduct only $75,000 (Jon’s pro rata share of $80,000 
ordinary loss to the extent of Jon’s $75,000 adjusted basis in Waite stock)) 

of c (p. 12—5; corporations are ineligible shareholders) 

d (p. 12-23; stock basis is increased for a shareholder’s pro rata share of income) 

ff b (p. 12-17; Bryant’s pro rata share of Valor’s ordinary income is $50,000; at the end of the year (before 
consideration of the distribution), Valor’s AAA is $55,000 ($5,000 + $50,000), PTI is $10,000, and AE&P is 
$5,000; Bryant’s stock basis is $90,000 ($40,000 + $50,000) at the end of the year (before consideration of the 
distribution); the amount distributed of $100,000 to Bryant is treated as a tax-free return of capital to the extent 
of $65,000 (AAA of $55,000 plus PTI of $10,000), which reduces stock basis to $25,000 ($90,000 — $55,000 
— $10,000), dividend income to the extent of $5,000 (AE&P), and gain from the deemed sale or exchange of 
stock (capital gain) to the extent of $5,000 [($100,000 — $65,000 — $5,000)—Remaining Stock Basis of 
$25,000]) 

8. b (p. 12-23; Kathy’s pro rata share of Magnolia’s ordinary loss for 2009 and 2010 is $22,500 ($90,000/4) and 
$15,000 ($60,000/4), respectively; at the end of 2009 (before consideration of Kathy’s pro rata share of loss), 
Kathy has stock basis of $20,000 and debt basis of zero; in 2009, Kathy is able to deduct $20,000 (her pro rata 
share of loss of $22,500 to the extent of her stock basis of $20,000), which reduces her stock basis from $20,000 
to zero; at the end of 2009, Kathy carries over to 2010 a disallowed loss of $2,500 ($22,500 — $20,000); at the 
end of 2010 (before consideration of Kathy’s pro rata share of loss), Kathy has stock basis of zero and debt basis 
of $10,000 (payments made in connection with a guaranteed loan); in 2010, Kathy is able to deduct $10,000 (her 
pro rata share of loss of $15,000 to the extent of her debt basis of $10,000), which reduces her debt basis from 
$10,000 to zero; at the end of 2010, Kathy carries over to 2011 a disallowed loss of $7,500 [$2,500 + ($15,000 
— $10,000)]) 

9. b (p. 12-15; Wise’s pro rata share of Cobra’s ordinary loss for 2010 is $128,348 [($237,250 x '4) + ($237,250 
x % x 30/365)] 

10. b (p. 12-22; assuming Computers has no AE&P, Lisa’s stock basis in Computers is increased by $20,000 (Lisa’s 
pro rata share of Computers’ income) and deceased by $5,000 (the portion of the current distribution of $5,000 
that represents a nontaxable return of capital); at the end of 2010, Lisa’s stock basis is $65,000 ($50,000 
+ $20,000 — $5,000)) 

11. c (p. 12-31; net operating losses are not part of the net passive investment income computation) 

12, c (p. 12—16; Oliver treats the amount distributed as a tax-free return of capital to the extent that this amount does 
not exceed his stock basis; the distribution in excess of his stock basis is treated as gain from the deemed sale or 
exchange of stock) 

13. b (p. 12-27; the at-risk rules apply at the shareholder level to each shareholder) 

14. d (p. 12-23; stock basis is increased for a shareholder’s pro rata share of income) 

ee d(p. 12-15; corporations are ineligible shareholders) 

16. b (p. 12-17; Paula’s pro rata share of May’s ordinary income is $204,000; at the end of 2010 (before 
consideration of the distribution), May’s AAA is $264,000 ($60,000 + $204,000), PTI is zero, and AE&P is 
$150,000; Paula’s stock basis is $304,000 ($100,000 + $204,000) at the end of 2010 (before consideration of the 
distribution); the $300,000 distribution to Paula is treated as a tax-free return of capital to the extent of $264,000 
(AAA of $264,000 plus PTI of zero), which reduces stock basis to $40,000 ($304,000 — $264,000) and dividend 
income of $36,000 [$36,000 ($300,000 — $264,000) is less than May’s E & P of $150,000]) 


9) 
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CHAPTER 13 


Comparative Forms of Doing Business 


LEARNING OBJECTIVES 


After completing Chapter 13, you should be able to: 


l. Identify the principal legal forms for conducting a business. 

pe Appreciate the relative importance of nontax factors in making business decisions. 

3: Distinguish between the forms for conducting a business according to whether they are subject to single taxation 
or double taxation. 

4. Identify techniques for avoiding double taxation and for controlling the entity tax. } 

3: Understand the applicability and the effect of the conduit and entity concepts on contributions to the entity, 
operations of the entity, entity distributions, passive activity loss and at-risk rules, and special allocations. 

6. Analyze the effect of the disposition of a business on the owners and the entity for each of the forms for 


conducting a business. 


KEY TERMS 


Conduit concept Limited liability company (LLC) Thin capitalization 
Entity concept 


OUTLINE 


I. FORMS OF DOING BUSINESS 


A. 


The principal legal forms of conducting a business entity. 

1. Sole proprietorship (as an extension of the sole proprietor) 

2. Partnership 

3. Corporation 

Generally, a taxpayer is bound by the legal form of business chosen; however, the IRS may, in some cases, 
apply the ‘substance over form’ doctrine to reclassify an entity for tax purposes. 

A limited liability company (LLC) is a hybrid business form that combines the corporate characteristic of 
limited liability for the owners with the tax characteristics of a partnership. 


Il. NONTAX FACTORS 


A. 


B. 


Capital Formation 

1. Sole proprietorships depend upon the funds obtainable by the owner. 

2. Partnerships have a greater opportunity to raise capital because they pool the resources of the partners. 
Limited partnerships offer even greater potential because it can secure funds from investors. 

3. Corporations can issue additional stock to raise capital. 

Limited Liability 

1. The corporate form generally provides its owners with limited liability under state law. 
a. However, most states do not provide limited liability for the performance of professional services. 
b. In small corporations, shareholders often are required to personally guarantee loans made to the 

corporation. 

2. Limited partnerships provide limited liability to limited partners. The general partners have unlimited 
liability. 

3. LLCs generally limit the liability of all owners. 


13-1 
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C. Other factors significant in selecting an organizational form include: 


br, 


2 
3. 
4 


estimated life of the business. 

number of owners and their role in the management of the business. 

freedom of choice in transferring ownership interests. 

organizational formality and the related cost and extent of government regulation. 


Il. SINGLE VERSUS DOUBLE TAXATION 
A. Overall Impact on Entity and Owners 


l. 
pd 


a: 


Sole proprietors and partners are taxed only at the owner level. 

Corporations are subject to double taxation. Earnings are taxed at the corporate level and distributions 

of corporate earnings are taxed at the shareholder level. 

a. Double taxation is frequently cited as the major tax disadvantage of the corporate form. 

b. Qualified dividends are subject to a lower tax rate (generally 15%) through 2010, but dividends 
distributions are not deductible by the corporation. 

S corporations generally avoid the corporate level tax and earnings are taxed at the shareholder level. 

However, the ownership structure of an S corporation is restricted in both the number and type of 

shareholders. . 


B. All forms of business are directly or indirectly subject to the alternative minimum tax (AMT). 


lf 


4 


rae 


3: 


Sole proprietors and corporations are taxed directly. 

Partnerships (LLCs) and S corporations pass through AMT preferences and adjustments to entity 

owners. 

The AMT does not apply to small corporations. A corporation with average annual gross receipts not 

more than $5 million for the 3-year period beginning after December 31, 1993 (or any corporation in its 

first year of existence) is not subject to the AMT. 

a. A corporation will continue to be classified as a small corporation if its average annual gross 
receipts for the 3-year period preceding the current tax year (and any intervening 3-year period) do 
not exceed $7.5 million. 


C. State and local income taxes also play a role in entity choice. 


LY; CONTROLLING THE ENTITY TAX 
A. Favorable Treatment of Certain Fringe Benefits 


6 
2:3 


33 


Some fringe benefits are deductible by the entity and excludable from the recipient’s gross income. 
Of these excludable fringe benefits, some are available only to employees. 

a. Foran owner to be an employee, the entity must be a corporation. 

b. For an S corporation, a more than 2% shareholder is treated as a partner. 

Qualified pension and profit sharing plans defer taxation for the recipient. 


B. Minimizing Double Taxation for a Corporation 


i 


2. 


Double taxation occurs when a corporation distributes earnings. Qualified dividends are subject to a 
lower tax rate (generally 15%) through 2010. 

Deductible distributions include reasonable payments for: 

a. salary to shareholder-employees. 

b. rent to shareholder-lessors. 

c. interest to shareholder-creditors. ' 

The IRS scrutinizes these transactions carefully. In the case of interest payments, the IRS may look at 
how the corporation is capitalized and reclassify debt as equity. 

Not making distributions carries the risk that the accumulated earnings tax (AET) will eventually apply. 
However, the AET rate was reduced to 15% when the Congress lowered the tax rate on qualified 
dividends — thus, substantially lowering the tax burden on accumulated earnings. 

Double taxation can be reduced if distributions can qualify as a return of capital rather than a dividend. 
Stock redemptions are a tool that can be used for this purpose. i 
Electing S status causes the tax to be levied at the shareholder, rather than at the corporate level, but all 
of the qualification/maintenance requirements of S status need to be considered. 
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‘3 CONDUIT VERSUS ENTITY TREATMENT 
A. Effect on Recognition at Time of Contribution to the Entity 


kL 
a. 


4. 


Contributions of personal use assets are valued at the lower of adjusted basis or fair market value. 
Partnerships (LLCs) have a carryover basis for contributed property and the partner (owner) has a 
substitute basis in his partnership interest. 

Corporations must satisfy the §351 control requirements to obtain tax- free treatment; otherwise, the 
transfer will be a taxable event. 

Special allocation treatment is mandatory for partnerships when the adjusted basis and the fair market 
value of contributed property are not equal at the time of contribution. 


B. Effect on Basis of Ownership Interest 


hy; 


ox 


A partner’s basis in a partnership interest is affected by the partner’s distributive share of partnership 
profits and losses by partnership liability changes. Similar rules apply to LLCs. 

A C corporation shareholder’s basis is generally affected by neither corporate profit or loss, nor liability 
increases or decreases. 

An S corporation shareholder’s basis is affected by the shareholder’s allocative share of the 
corporation’s profits and losses but not corporate liability increases or decreases. 


C. Effect on Results of Operations 


iy 


The entity concept of taxation is responsible for producing double taxation for the C corporation. 

a. Whether this is a disadvantage depends on whether the corporation produces positive taxable 
income, the tax rates that apply to the corporation and its shareholders, and the corporation’s 
distribution policy. 

b. Under the entity concept of taxation, the earnings components of a C corporation lose their identity 
when passed through to the shareholder as dividends. 

Under the conduit concept of taxation, any item that may be subject to special treatment on the 

taxpayer-owner’s tax return is reported separately to the partner, LLC owner, or S corporation 

shareholder. 

With regard to tax incidence, only the partnership and LLC exclusively recognize the conduit concept 

of taxation; an S corporation is subject to taxation at the entity level in some circumstances. 


D. Effect on Recognition at Time of Distribution 


1. 


2% 
3% 


Under the conduit concept, distributions made to partners, LLC owners, and S corporation shareholders 
are not taxed. 

Distributions made to C corporation shareholders produce dividend treatment. 

Special rules apply to S corporation distributions. Earnings distributions are covered by the conduit 
concept. Other distributions (e.g., property distributions) can trigger gain recognition by the S 
corporation (an application of the entity concept). Then the conduit concept is applied to pass-through 
the gain to the shareholders. 


E. Effect on Passive Activity Losses 


A 


pa 


6. 


Passive activity loss rules apply to partnerships, LLCs, S corporations, and specific C corporations 
(personal service corporations and closely held corporations). 

To be classified as a personal service corporation: 

a. the principal activity of the corporation must be the performance of personal services, 

b. the services must be substantially performed by owner-employees, and 

c. owner-employees must own more than 10% in value of the stock of the corporation. 

In a closely held corporation more than 50% of the value of the outstanding stock at any time during the 
last half of the year must be owned by 5 or fewer individuals. 

For personal service corporations, passive activity losses cannot be offset against either active or 
portfolio income. 

For closely-held corporations, passive activity losses can be offset against active income but not against 
portfolio income. 

The results of passive activities of a partnership, LLC, or an S corporation are separately stated and 
passed through to the partners, owners, or shareholders, respectively. 


F. Effect of At-Risk Rules 


F 
yf 


The at-risk rules apply to a partnership, LLC, S corporation, or closely held C corporation. 
These rules are harsher for partnerships and LLCs since they limit the use of leverage. 
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G. Effect of Special Allocations 
1. An advantage of the conduit concept over the entity concept is the ability to make special allocations. 
2. Special allocations are limited for S corporations. 
3. Partnerships and LLCs have many opportunities to use special allocations. 


VI. DISPOSITION OF A BUSINESS OR OF AN OWNERSHIP INTEREST 
A. Sole Proprietorship 
1. The sale of a sole proprietorship is treated as the sale of individual assets. 
2. Classification as ordinary income or capital gain depends upon the nature and holding period of the 
individual assets. 
3. Ifthe amount realized exceeds the FMV of identifiable assets, th excess is identified as goodwill which 
produces capital gain for the seller. 
B. Partnership and Limited Liability Company 
1. Ifstructured as a sale of assets, the treatment is the same as that of a sole proprietorship. 
2. If structured as a sale of an ownership interest, it is treated as a sale of a capital asset under §741 subject 
to ordinary income ie! under §751. 
C. Corporation 
1. A stock sale has the dual advantage to the seller of being less complex from both a legal and tax 
standpoint. It also avoids double taxation. The gain or loss on the sale is a capital gain or loss to the 
shareholder. 
2. Astock sale may produce detrimental tax results for the purchaser. 

a. The basis of the corporate assets is not affected by the stock sale. 

b. Ifthe fair market value of the stock exceeds the corporation’s adjusted basis for its assets, the 
purchaser is denied the opportunity to step up the asset’s basis (and, for example, get greater 
depreciation deductions). 

3. In an asset sale, the corporation sells the assets, pays any debts not transferred, and makes a liquidating 
distribution to the shareholders. 

a. Alternatively, the corporation can distribute the assets to the shareholders in a liquidating 
distribution. The shareholders then sell the assets. 

b. In either case, double taxation will occur. 

4. Inan asset sale, the purchaser gets a stepped-up basis in the assets. 

5. In summary, the stock sale is normally preferred by the seller; the asset sale is normally preferred by the 
purchaser. 

D. S Corporation 

1. S corporations are subject to the same rules as C corporations (above). 

2. However, under the conduit concept, any gain recognized by the S corporation is taxed at the 
shareholder level. 

3. Therefore, double taxation is avoided directly for a stock sale (only the shareholder is involved) and 
indirectly for an asset sale (the conduit concept ignores the involvement of the S corporation). 


VIL. OVERALL COMPARISON OF FORMS OF DOING BUSINESS 
A. Overall comparison of forms of doing business. Concept Summary 13-2 of the text provides a detailed 
comparison of the tax consequences of different forms of business. 
B. Considerations that should extend beyond the current tax period include: 
1. asset contributions. 
taxation of results of operations. 
distributions to owners. 
disposition of ownership interests. 
business termination. 


ALE Nee 
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TEST FOR SELF-EVALUATION—CHAPTER 13 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


sh 


F 


1. The capitalized costs of acquired goodwill or going concern value is amortized over a 15- year period, 
beginning with the month acquired. 


2. S Corporations are never taxed. 


3. The test in determining if the compensation paid to an officer of a corporation is reasonable is based on the 
total of salaries paid to all of the officers of that corporation. 


4. All forms of businesses are directly subject to AMT. 
5. Sole proprietors have the advantage over corporations when the alternative minimum tax applies. 
6. Fringe benefits which are not discriminatory are deductible by S Corporations. 


7. Ifa personal use asset is contributed to a corporation, the corporation’s basis is the lower of adjusted basis or 
FMV when contributed. 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


l. 


2. 


rules apply to personal service corporations and closely held corporations. 


% or more of the stock value must be held by or fewer individuals during the last half of 


the tax year for a corporation to meet the definition of a closely held corporation under §469. 


The “at-risk” rules apply to both and 


Under the the business is an extension of the owners; under the 
the business is distinct from the owners. 


The ability to share profits and losses differently from the share in capital is a 
allowed only to 
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Multiple Choice 


Choose the best answer for each of the following questions. 


1. John bought land with a building on it that he planned to use in his business. His costs in connection with 
this purchase were as follows: 


Cash down payment $ 40,000 
Mortgage on property 300,000 
Survey costs 2,000 
Transfer taxes 1,800 
Charges for installation of gas lines 3,000 
Back taxes owed by seller and paid by John 1,200 
What is John’s adjusted basis in the property? 
a. $348,000 
b. $346,800 
c. $345,000 
d. $343,000 
2. Inthe current year, Robert sold a building used in his business. His books and records reflect the following 
information: : 
Original cost of building $150,000 
Improvements made to building : 50,000 
Broker’s commissions paid on sale 10,000 
Cash received on sale 100,000 
Total property taxes for the year paid by Robert 3,000 


Portion of property taxes imposed on purchaser 
and reimbursed in a separate payment 


to Robert by purchaser under IRC §164(d) 500 
Mortgage assumed by buyer 80,000 
Accumulated depreciation 70,000 
Fair market value of other property received 20,000 
What is the amount of gain Robert must recognize from the sale of the property? 
a. $60,000 
b. $61,000 
c. $70,000 
d. $71,000 
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3. Matt purchased a high-volume dry cleaning store for $960,000. No liabilities were assumed. The fair market 
values of the assets at the time of the purchase were as follows: 


Cash in banks $ 210,100 
U. S. government securities 100,200 
Building and land 312,200 
Accounts receivable 100,000 
Fixtures and equipment 202,000 
Matt will not change the name of the cleaners. What is Matt’s basis for goodwill or going concern value? 
a. $0 
b. $35,500 
c. °$91,300 
d. $110,560 


4. Inasole proprietorship the liabilities of the business: 
a. extend to the owner’s personal assets 
b. extend only to the assets of the business 
c. are limited to negligent acts of the owner personally, not employee actions 
d. bothbandc 


5. Alisa purchased a day care center on December 10. The contract showed the following adjusted basis and 
fair market value of the assets: 


a 
$ 150,000 $ 300,000 


The contract provided that the agreed sale price was a lump sum $360,000. What is Alisa’s basis in the 


building? 

a. $216,000 
b. $250,000 
c. $270,000 
d. $300,000 
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SOLUTIONS TO CHAPTER 13 QUESTIONS 


True or False 


Ly T (p. 13-23; under §197, all §197 intangibles are amortized over a 15-year life beginning with the month in 
which such intangible was acquired; goodwill is a §197 intangible) 

xs F (p. 13-8; an S corporation that was previously a C corporation may be subject to a built-in gains tax under 
§1374 or a passive investment income tax under §1375) 

ah F (p. 13-10; under Reg. §1.162-7(b), the test for reasonableness requires multiple inquiries) 

4. F (p. 13-9; corporations and individuals are subject to the AMT directly; however, for other forms of business 
organization (the partnership and S corporation), the effect of the AMT is indirect) 

BF F (p. 13-10; the AMT may be viewed as applying more favorably to C corporations relative to individuals; first, 


AMTI is taxed at a rate of 20% for C corporations (individuals have a two-tier rate schedule (26% and 28%)); 
second, as a percentage of the highest regular tax rate applicable to the respective entity, the AMT rate represents 
80% (28%/35% ) for individuals, but only 57% (20%/35%) for C corporations) 


6. T (p. 13-12; regular C corporation provisions, including fringe benefit provisions, apply to S corporations as 
long as the provisions are not inconsistent with Subchapter S provisions) 
ay T (p. 13-17; if a personal use asset is contributed, the transferee’s basis in the contributed property is the lower 


of (a) the transferor’s adjusted basis or (b) the property’s fair market value at the time of contribution; this 
ensures that the transferor will not receive a tax benefit for an unrealized loss that is otherwise nondeductible) 


Fill in the Blanks 


Le Passive activity loss (p. 13—20) 

2; 50; 5 (p. 13-20; a closely held corporation under §469 is a corporation that meets a 50% stock test; this test is 
met if at least 50% of the value of the outstanding stock of the corporation is owned by 5 or fewer individuals at 
any time during the last half of the taxable year) 


She partnerships; S Corporations (p. 13—21) 

4. conduit concept; entity concept (p. 13-17; under the conduit concept, the business is viewed as a mer. extension 
of the owners; under the entity concept, the business is viewed as an entity, separate and distinct from its owners) 

2: special allocation; partnerships (p. 13—22; special allocations is unique to the partnership form of business 
operation) 


Multiple Choice 


ie a (p. 13-28; under §1012, purchase price of $340,000 ($40,000 + $300,000) plus $5,000 of other costs paid by 
John ($2,000 + $1,800 + $1,200) plus $3,000 of costs to place the property into service equals adjusted basis of 
$348,000) 

2. a(p. 13-28; Amount Realized - Adjusted Basis; amount realized is $190,000 (money received + FMV of other 


property received + liabilities disposed of - selling costs); adjusted basis is $130,000 (cost + capital 
improvements - depreciation); under §1012, current real estate taxes that are required to be apportioned between 
the buyer and the seller are not taken into account in determining the gain or loss realized on the sale of real 
property) 

AN b (p. 13-23; Matt’s purchase price for the dry cleaning store is $960,000; the fair market value of identifiable 
assets equals $924,400 ($210,000 + $100,200 + $312,200 + $100,000 + $202,000); goodwill is $35,600 [the 
excess of the purchase price ($960,000) over the fair market value of identifiable assets ($924,400)]) — 

4. a (p. 13-23; a sole proprietorship is neither a separate legal entity nor a separate taxable entity; instead, it is a 
pure conduit (the sole proprietorship is merely extension of the individual); as a result, the sole proprietor has 
unlimited liability with respect to liabilities of the business) 

5, c (p. 13-28; Alisa’s adjusted basis in the building ($270,000) is based on the relative FMV of the a to the 
total FMV; $360,000 X ($300,000/$400,000)) 
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CHAPTER 14 


Taxes on the Financial Statements 


LEARNING OBJECTIVES 


After completing Chapter 14, you should be able to: 


SE at ine 


Recognize the difference between book and tax methods of computing income tax expense. 
Compute a corporation’s book tax expense. 

Describe the purpose of the valuation allowance. 

Recognize the effect of ASC 740-30 (APB 23) on effective tax rates. 

Interpret the disclosure information contained in an income tax footnote. 

Use financial statement information to benchmark a company’s tax position. 


KEY TERMS 


ASC 740 (SFAS 109) Deferred tax benefit Permanently reinvesting 
ASC 740-30 (APB 23) Deferred tax liability Rate reconciliation 
Balance sheet approach Equity method Schedule M-1 
Benchmarking Generally accepted accounting Schedule M-3 
Conservatism principle principles (GAAP) Temporary differences 
Current tax expense Income tax provision Valuation allowance 
Deferred tax asset Permanent differences 


OUTLINE 


I. BOOK-TAX DIFFERENCES 


A. 


Different Reporting Entities 

1. For book purposes, a corporation must consolidate all domestic and foreign subsidiaries (over 50% 
ownership) into a single financial statement. 

2. For tax purposes, a consolidated tax return is an election and can only include domestic subsidiaries 
where the parent owns at least 80% of the subsidiary. 

3. Ifa parent corporation’s ownership of another corporation is between 20% and 50%, for book purposes, 
the income is reported on the equity method. 

4. Ifthe ownership is below 20% the income is reported on the cost method. 

Different Taxes 

1. The tax expense per books includes Federal, state, local and foreign taxes, and includes both current and 
deferred taxes, 

2. The tax expense on Form 1120 is the U.S. Federal income tax only. 

Different Methods 

1. Examples of temporary differences: 

Depreciation on fixed assets, 

Compensation-related expenses, 

Accrued income and expenses, 

Net operating losses, and 

Intangible assets. 

xamples of permanent differences: 

Nontaxable income, 

Nondeductible expenses, and 
c. Tax credits. 

Book to tax differences must be reconciled on Schedule M-1 of Form 1120. 

1: Both temporary and permanent differences must be reconciled on Schedule M-1. 

2. Corporations with’assets of $10,000,000 or more must complete Schedule M-3. This schedule provides 
substantially more detail than Schedule M-1. 

3. The IRS uses Schedules M-1 and M-3 to identify possible areas to examine in an audit. 


SP 2 f. O of 
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I. INCOME TAXES IN THE FINANCIAL STATEMENTS 


A. GAAP (ASC 340 (SFAS 109)) Principles 
1. The income tax provision is prepared using the matching principle of accounting. 
a. The current portion of a book tax expense represents the taxes actually payable (or refundable) in 
' the current period. 
b. The deferred component of a book tax expense represents the future tax cost (or saving) of income 
reported in the current period. 
c. The deferred component is created due to a temporary difference between book and tax treatment 
(see I. C. 1. above). 
2.. A deferred tax liability is created by: 
a. An expense that is deductible for tax in the current period but is not deductible for book until some 
future period. 
b. Income that is includible currently for book purposes but is not includible in taxable income until a 
future period. 
3. A deferred tax asset is created by: 
a. Anexpense that is deductible for book purposes in the current period but is not deductible for tax 
purposes until some future period. 
b. Income that is includible in taxable income currently but is not includible in book income until a 
future period. 
4. A deferred tax liability represents an amount that may be paid:to the government in the future. This is 
like an interest free loan from the government. Deferred tax assets represent a receivable from the 
government that may be collected in the future. 


Il. VALUATION ALLOWANCE 


A. Much of GAAP is based on the conservatism principle. The focus of conservatism is to not overstate assets 
or understate liabilities. 
1. In practice, all future tax liabilities are always expected to be paid, therefore the deferred tex liability is 
generally recorded without adjustment. 
2. For deferred tax assets, ASC 340 (SFAS 109) only allows recognition of a deferred tax asset if it 
passes the more likely than not threshold. 
B. More Likely Than Not Threshold 
1. Ifa deferred tax asset does not meet the threshold a valuation allowance is created. 
2. The valuation allowance is a contra-asset account that offsets all or a portion of the deferred tax asset. 
3. To determine whether a valuation account must be established, both positive and negative evidence 
must be evaluated. 
4. The valuation account is examined each year and adjusted if necessary. 


IV. EARNINGS OF FOREIGN SUBSIDIARIES AND ASC 740-30 (APB 23) 


A. For book purposes, GAAP requires that the income from both domestic and foreign controlled subsidiaries 
be included in a consolidated financial statement and the related tax expense be calculated on the taxable 
earnings. For tax purposes, foreign corporations, even if controlled by a U.S. corporation, are not part of a 
consolidated U.S. tax return. 

1. U.S. taxpayers can achieve deferral of current U.S. taxes on foreign income if they operate their foreign 
activities through a foreign subsidiary corporation in a jurisdiction that has a lower tax rate than the U.S. 

2. Although actual U.S. taxes on a foreign corporation's profits are deferred, the effective tax rate for 
financial statement purposes will not be reduced since ASC 740 (SFAS 109) requires that a corporate 
group report both current and deferred income tax expense. 

B. ASC 740-30 (APB 23) provides a special exception to ASC 740 (SFAS 109) for income from foreign 
subsidiaries. If a corporation documents that it is permanently reinvesting the earnings of its foreign 
subsidiaries outside the U.S., the corporation does not record any future U.S. income tax on such earnings as 
an expense. 


*, L] 
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1. Using ASC 740-30 (APB 23) is not an "all or nothing" decision..It can be adopted in some years and not 
in others. Within a year it may even be used for just a portion of the foreign subsidiary income. 

2. ASC 740-30 (APB 23) is only an issue when the foreign subsidiary is taxed at rates below the U.S. tax 
rate. If the foreign jurisdiction has a higher tax rate than the U.S., the multinational group could be 
eligible for foreign tax credits on the U.S. tax return. 


Vv. TAX DISCLOSURES IN THE FINANCIAL STATEMENTS 


A. A corporation may have both deferred tax assets and deferred tax liabilities (current and noncurrent). The 
corporation reports the net current deferred tax assets or liabilities and the net noncurrent deferred tax assets 
or liabilities. 

B. The total income tax expense (current and deferred) must be reported in the Income Statement. 

C. In addition, the expense must be allocated to: 

1. Income from continuing operations (additional disclosures required), 
2. Discontinued operations, 

3. Extraordinary items, 

4. Prior period adjustments, and 

5. Cumulative effects of accounting changes. 

D. The income tax note contains information regarding: 

The breakdown of income between domestic and foreign, 

A detailed analysis of the provision for income tax expense, 

A detailed analysis of deferred tax assets and liabilities, 

Effective tax rate reconciliation (dollar amount or percentage), 

Information on the use of ASC 740-30 (APB 23) for the earnings of foreign subsidiaries, and 

Discussion of significant tax matters. 

E: The purpose of the tax rate reconciliation is to demonstrate how a corporation’s actual book effective tax 
rate relates to its “hypothetical tax rate” of 35%. 

F. The tax note rate reconciliation only reports differences made by permanent differences. 


Reh seed Sa 


VI. BENCHMARKING 

A. A taxpayer’s reported income tax expense is a valuable source of information for the company, its tax 
advisers, and its competitors. 

1. The reported information provides clues about a company’s operational and tax planning strategies. 
2. Companies may benchmark their tax situation to other years’ results or to other companies within the 
same industry. 

B. The starting point for benchmarking is the data from the income tax rate reconciliation. When comparing 
effective tax rates, it is important to consider components of the effective rate that result from one-time 
effects such as: 

Foreign tax rate differential, 
Large valuation allowances, 
Goodwill impairment, 
IRS tax settlements, 
Restructuring costs, and 
6. Legal settlements. 
C. Although a one-time item may seem beneficial or detrimental to a company’s effective tax rate, such an item 
is not likely to occur again and, has little to do with the company’s long-term sustainable tax costs. 
D. A company may do a more refined benchmarking analysis of its deferred tax assets and liabilities by 
examining each component of its deferred tax assets and liabilities as a percentage of total assets. 
1. A company can examine how deferred tax assets or liabilities relate to property, plant and equipment 
compared to its competitors 
2. The nature of the components of deferred tax liabilities and deferred tax assets becomes quite important 
in a berichmarking analysis. ' 


A ee 
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True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


Ai 


F 


Lie 


Corporations that own less than 20 percent of other corporations typically use the equity method to account 
for income from these investments and include income only when actual dividends are received. 


Depreciation on fixed assets is an example of a temporary difference between book and tax accounting 
methods. 


A corporate group must consolidate all U.S. and foreign subsidiaries within a single financial statement for 
book purposes when the parent corporation controls more than 50 percent of the voting power of those 


subsidiaries. 


ASC. 740 (SFAS 109) utilizes only the current component of the book-tax expense to produce a total income 
tax expense for the income reported on the corporate financial statements. 


A deferred tax asset is created when an expense is deductible for tax in the current period but is not 
deductible for book until some future period. 


Tax credits are permanent differences between book and tax accounting methods. 
A corporation can elect to adopt ASC 740-30 (APB 23) in some years and not in others. 
If a corporation recognizes current deferred tax assets it cannot recognize any current deferred tax liabilities. 


Under ASC 740 (SFAS 109), deferred tax assets are recognized only when it is more likely than not that the * 
future tax benefits will be realized. 


Tax-exempt interest is a reconciling item between book income and taxable income. 
In determining the U.S. Federal income tax liability, a company accounts for deferred income tax expenses. 


If the foreign income tax rate is U,S. tax liability of a company, it may reduce the U.S. tax liability of a 
company. 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


i 
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In cases where the parent corporation owns between 20 and 50 percent of another corporation, the parent uses 


the 


to account for the earnings of the subsidiary. 


For tax years after 2004, Schedule is required for a consolidated tax group with total year end assets 
of $10 million or more. 


Much of GAAP is based on the 


The 


approach produces a total income tax expense (also called the ) for 


the income currently reported on a corporation’s combined financial statement. 
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Ei A significant difference may exist between a corporation’s Federal income tax liability as reported on its Form 
1120 (tax) and the corporation’s income tax expense as reported on its financial statements (book) prepared 
using 

6. The purpose of Schedule is to reconcile book income to the taxable income reported on the tax 
return. 

de The approach follows the principle, where all the expenses related to earning 
income are reported in the same period as the without regard to when the expenses are 
actually paid. 

8. When a deferred tax asset does not meet the more likely than not threshold for recognition, SFAS 109 requires 
that a be created. 


Multiple Choice 
Choose the best answer for each of the following questions. 


1. Which of the following are considered permanent differences between book and taxable income? 


Nontaxable income 


Sa? 


Nondeductible expenses 
c. Tax credits 
d. All of the above 

2. What percentage of a subsidiary must a company own in order to report consolidated financial statements 
for tax purposes? 
a. 20% 

b. 50% 

c. 80% 

d. 100% 

e. None of the above. 

3. Which of the following is not classified as a temporary difference between book and tax accounting 
methods? 

Net operating losses 

Intangible assets 

Accrued income and expense 


a. 
b. 
cr 
d. Nondeductible expenses 
e. None of the above. 

A 

a. 


me): 5 4, deferred tax asset is created in which of the following situations: 

An expense is deductible for book in the current period but is not deductible for tax until some future 
period. 

b. Income is includible in taxable income currently but is not includible in book income until a future 
period. 

c. Anexpense is deductible for tax in the current period but is not deductible for book until some future 
period. 

d. Income is includible currently for book purposes but is not includible in taxable income until a future 
period. 

e. aandb 

f. candd 
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‘ 5. Company X has $100,000 of pretax income recorded in its books, negative $20,000 in Schedule M-1 


adjustments, an NOL carryforward of $10,000, and tax credits of $5,000. The applicable tax rate for 
Company X is 35%. What is the current tax liability for Company X? 


o ae sp 


op aos BP 


$19,500 
$22,750 
$31,500 
$35,000 
None of the above. 


6. Which of the following is not a positive evidence to determine if a valuation allowance is required? 


Existing contracts 

Expected future losses 

Strong earnings history 
Unrealized appreciation in assets 
Sales backlog of profitable orders 


7. Company Y has the following deferred tax assets and liabilities for the current year: 


Current deferred tax assets $10,000 
Current deferred tax liabilities $35,000 
Noncurrent deferred tax assets $27,000 
Noncurrent deferred tax liabilities $12,000 


Choose the correct statement: 


a. 
b. 
¢. 
d. 


8. Company USA operates a manufacturing facility in France through a French subsidiary. Assume that the 


Company Y has $37,000 in current deferred tax assets 
Company Y has $47,000 in current deferred tax liabilities 
Company Y has $25,000 in current deferred tax liabilities 
Company Y has $42,000 in deferred taxes 


U.S. tax rate is 35% and the French tax rate is 20%. Company USA has $500,000 of taxable income. The 
French subsidiary earns $100,000 and pays $20,000 in taxes to France. What is the U.S. tax liability of 
Company USA for financial statement purposes? 


© 2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole ori 


ge ao f 


$175,000 
$210,000 
$190,000 
$155,000 
None of the above. 
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SOLUTIONS TO CHAPTER 14 QUESTIONS 


True or False 


F (p. 14-3; corporations that own less than 20% of other corporations typically use the cost method to account 
for income from these investments and include income only when actual dividends are received) 

T (p. 14-4; different methods) 

T (p. 14-5; different reporting entities) 

F (p. 14-11; the total book tax expense under SFAS 109 is made up of both current and deferred components 
F (p. 14-10; a deferred tax asset is created when an expense is deductible for book in the current period but is not 
deductible for tax until some future period) 

T (p. 14-4; different methods) 

T (p. 14-16; APB 23) 

F (p. 14-18; a corporation may have both deferred tax assets and liabilities) 

T (p. 14-12; valuation allowance) 

T (p. 14-6; Schedule M-1) 

F (p. 14-10; Concept Summary 14.1) 

T (p. 14-22; benchmarking) 


Fill in the Blanks 


Scie 2a} Aiey tend LR 


equity method (p. 14-3) 

M-3 (p. 14-4) 

conservatism principle (p. 14-12) 

SFAS 109; income tax provision (p. 14-7) 

generally accepted accounting principles (GAAP) (p. 14-2) 
M-1 (p. 14-4) 

SFAS 109; matching; income (p. 14-7) 

valuation allowance (p. 14-12) 


Multiple Choice 


1S Sh So) a eadlt oe 


d(p. 14-5; permanent differences) 

c (p. 14-10; Concept Summary 14.1) 

d(p. 14-4; different methods) 

e (p. 14-7; SFAS 109 principles) 

a(p. 14-12; Figure 14.3) 

b (p. 14-12; valuation allowance) 

c (p. 14-18; Tax Disclosures in the Financial Statements) 

c (p. 14-14; $500,000 X 35% = $175,000; $100,000 X 35% = $35,000; foreign tax credit = $20,000; total tax 
expense = $190,000 ($175,000 + $35,000 - $20,000)) 
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CHAPTER 15 


Exempt Entities 


LEARNING OBJECTIVES 


After completing Chapter 15, you should be able to: 


L, 
2. 
Ji 


4. 


Identify the different types of exempt organizations. 

Enumerate the requirements for exempt status. ; 
Know the tax consequences of exempt status, including the different consequences for public charities and 
private foundations. 

Determine which exempt organizations are classified as private foundations. 

Recognize the taxes imposed on private foundations and calculate the related initial tax and additional tax 
amounts. 

Determine when an exempt organization is subject to the unrelated business income tax and calculate the amount 
of the tax. 

List the reports exempt organizations must file with the IRS and the related due dates. 

Identify tax planning opportunities for exempt organizations. 


KEY TERMS 


Debt-financed income Grass roots expenditure Unrelated business income 
Excess lobbying expenditure Intermediate sanctions Unrelated business income tax 
Exempt organization Lobbying expenditure (UBIT) 

Feeder organization Private foundation 


OUTLINE 


ib 


Il. 


Ill. 


TYPES OF EXEMPT ORGANIZATIONS 
A. To qualify for exempt status an organization must fit one of the categories provided in the Internal Revenue 
Code. Exhibit:15.1 of the text contains many examples. 


REQUIREMENTS FOR EXEMPT STATUS 
A. Requirements for exempt status include that the organization must: 
1. serve some type of common good, 
2. bea not-for-profit entity, 
3. allow no net earnings to be used for the benefit of any private shareholder or individual, and 
4. exert no political influence. 


TAX CONSEQUENCES OF EXEMPT STATUS: GENERAL 
A. Though generally exempt, Federal taxes may be imposed on an organization classified as exempt if the 
organization: 
1. engages in prohibited transactions. 
2. isa feeder organization. 
3. is classified as a private foundation. 
4. has unrelated business income. 
B. Engaging in prohibited transactions can subject the organization’s income to federal taxation. In addition, it 
can cause the organization to forfeit its exempt status. 
1. Prohibited transactions include: 
a. failure to sustain the initial requirements of exempt status. 
b. certain lobbying activities. 
2. Initial qualification requirements effectively become maintenance requirements. 


15-1 


© 2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 


15-2 2011 Annual Edition/Study Guide 


3. Most exempt organizations are prohibited from participating in lobbying activities. Any violation can 
result in forfeiture of exempt status. 

4. Qualifying §501(c)(3) organizations may elect to participate in lobbying activities on a limited basis. 
These organizations may not exceed the ceiling amount statutorily imposed on lobbying expenditures. 

5. Two ceiling amounts apply. The grass roots ceiling limits the amount of expenditures incurred to 
influence general public opinion. The lobbying expenditures ceiling amount limits expenditures 
incurred to influence the formulation of legislation. 

6. Though not in excess of the ceiling amount, excess lobbying expenditures are subject to a 25% tax. The 
ceiling amounts are 150% of the grass roots or lobbying nontaxable amount; the excess lobbying 
expenditures are more than 100% of the grass roots or lobbying nontaxable amount. See Figure 15.1 of 
the text for calculations of the lobbying nontaxable amount. 

C. Intermediate sanctions can be applied to so-called public charities. These sanctions take the form of excise 
taxes imposed on “disqualified persons” (or exempt organization mangers) who engage in “excess benefit 
transactions.” 

D. Feeder organizations carry on a trade or business activity for profit and pay all profits to one or more exempt 
organizations. These types of organizations are subject to Federal income tax with three exceptions. Feeder 
organizations not subject to Federal income tax include those engaged in activities: 

1. which generate rental income excluded from the definition of rent for unrelated business income tax 
purposes. 

2. for which substantially all work is performed by volunteers. 

3. which sell merchandise substantially all of which had been received as contributions or gifts. 


IV. PRIVATE FOUNDATIONS 

A. Private foundations are so classified because these organizations generally do not have broad public support; 
they are formed to respond to the private interests of a limited number of persons. 

B. Though generally exempt from Federal income tax, §§4940—4945 impose excise taxes on private 
foundations for certain actions or failures to act. Such taxes are levied only on private foundations and 
include a tax on: 

investment income. 

self-dealing (engaging in transactions with disqualified persons). 

failure to distribute income (for exempt purposes). 

excess business holdings (controlling unrelated businesses). 

investments that jeopardize charitable purposes (speculative investments). 

taxable expenditures (expenditures that should not be made by private foundations). 
ee Exhibit 15.2 and Concept Summary 15.3 in the text. 


DANWRWNS 


Cs 


V. UNRELATED BUSINESS INCOME TAX 

A. An exempt organization may be subject to income tax on unrelated business income if: 
1. the organization conducts a trade or business, 
2. the trade or business is not substantially related to the exempt purpose of the organization, and 
3. the trade or business is regularly carried on by the organization. 

B. Statutory exceptions to classification as unrelated trade or business apply even if all the above factors are 
present. 
1. All work is performed by volunteers. 
2. Substantially all merchandise being sold was received by gift. 
3. The business is conducted primarily for the convenience of the organization’s members. 
4. Sales of work-related clothing and equipment to its members and items normally sold through vending 

machines, snack bars, or food-dispensing facilities. 

C. Special rules apply for corporate sponsorship payments, bingo games, distribution of low-cost articles, and 
rental or exchange of membership lists. 

D. If gross income from an unrelated business is less than $1,000, it is not necessary to file a return associated 
with the unrelated business income tax. 
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When applicable, the tax on unrelated business income is computed based on the application of corporate 
tax rates. 


Gross unrelated business income 
— Deductions 
= Net unrelated business income 
+ Modifications 
= Unrelated business taxable income 
Special rules apply to unrelated debt-financed income. 


VI. REPORTING REQUIREMENTS 


A, 


C. 
D. 


Though only certain types of organizations are required to obtain IRS approval for exempt status, exempt 
organizations should apply to avoid potential disqualification by the IRS. 

1. Application is made on Form 1023 for §501(c)(3) organizations. 

2. Form 1024 is used for most other types of exempt organizations. 

Annual filings of Form 990 are required of exempt organizations other than: 

1. Federal agencies. 

2. churches. 

3. organizations having annual gross receipts that do not exceed $25,000. 

4. private foundations (private foundations are required to file Form 990-PF). 

Form 990 is due on the 15th day of the 5th month after the end of the organization’s tax year. 

Exempt entities must make available to the general public Form 990 (three most recent returns) and Form 
1023 (or Form 1024). 
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TEST FOR SELF-EVALUATION—CHAPTER 15 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


T F 1. Any organization that qualifies for tax-exempt status can receive contributions that are fully deductible by 
the donor. | 


T F 2. Exempt status is automatically lost if an exempt organization has any unrelated business income during the 
year. 


T F 3, The only organizations exempt from Federal income taxes are those organized and operated exclusively for 
religious, charitable, scientific or educational purposes. 


T F 4. An organization recognized as a tax-exempt organization will not pay income tax on any income it earns, 
but is still responsible for withholding, social security taxes, and Federal unemployment tax for wage 
payments. 


TF: 5. A partnership may qualify as an organization exempt from Federal income tax if it is organized and operated 
exclusively for one or more of the purposes found in §501(c)(3) of the Internal Revenue Code. 


T F 6. Anexempt organization with $4,999 of gross income from an unrelated business is required to file Form 
990-T, Exempt Organization Business Income Tax Return. 


T F 7. Achurch, its integrated auxiliaries, or a convention or association of churches is not required to file Form 


1023, Application for Recognition of Exemption under §501(c)(3) of the Internal Revenue Code, in order to 
be tax exempt or to receive tax deductible contributions. 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


ly The underlying rationale for all exempt organizations is to 

2. Ceiling amounts on lobbying expenditures for §501(c)(3) exempt organizations are calculated for 
expenditures and for expenditures. 

oi Failure to continue to qualify as a type of exempt oroananel is an example ofa 

4. A carries on a trade or business for the benefit of an exempt organization. 

3, or includes any activity conducted for the production of income through the sale of 


merchandise or the performance of services. 
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Multiple Choice 


Choose the best answer for each of the following questions. 


1. Which of the following statements is correct in respect to tax-exempt organizations? 


a. A private foundation may qualify for exemption from Federal income tax if it is organized for the 
prevention of cruelty to animals. 


b. A partnership may qualify as an organization exempt from Federal income tax if it is organized and 
operated exclusively for one or more of the purposes found in §501(c)(3). 


c. An individual can qualify as an organization exempt from Federal income tax. 
d. In order to qualify as an exempt organization, the organization must be a corporation. 

2. Which of the following organizations, which are exempt from Federal income tax, must generally file an 
annual information report? 


a. An organization, other than a private foundation, with annual gross receipts that normally are not more 
than $25,000. 


b. A private foundation. 
c. Achurch. 
d. A religious order. 


3. Ifapplicable, the tax on unrelated business income is: 
a. computed at corporate tax rates 
b. computed at trust tax rates 
c. computed at single individual tax rates 
d. computed at special exempt organization tax rates 


4. Private foundation status of a §501(c)(3) organization terminates if it: 
a. invests in a functionally related business 
b. becomes a public charity 
c. receives less than 1/3 of its support from a governmental unit 
d. becomes an exempt operating foundation 


5. To qualify as a tax-exempt organization, an entity: 
a. can never engage in lobbying activities 
b. cannot have a nonresident shareholder 
c. must fit into one of the categories provided for in the Code 
d. can bea feeder organization 


6. Income derived from conducting bingo games will be exempt if: 
a. allowed by state law only to exempt organizations 
b. the games are legal under state and local law 
c. both of the above 
d. neither of the above 


7. A generally tax-exempt private foundation may be subject to taxes imposed on: 
a. investment income 

self dealing 

undistributed income 

all of the above 


eno s 


none of the above 
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In determining whether a §501(c)(3) organization is broadly supported and not classified as a private 
foundation, two tests must be satisfied: 


more than one-third support test (External) 
not more than one-third support test (Internal) 


a. and c. 


a. 
b 
c. the greater of $5,000 or 1% support test (Internal) 
d 
e. a.andb. 


Low-cost items distributed incidental to solicitation for charitable contributions are not considered unrelated 
trade or business when: 


. the item is requested by the recipient 
b. the item is returned in lieu of a donation 
c. the items cost less than $9.60 each for 2010 
d. all of the above 
e. none of the above 


An exempt organization will be subject to the tax on unrelated business income if: 

a. the trade or business is not regularly carried on 

b. the trade or business is not substantially related to the exempt purpose of the organization 

c. the trade or business is substantially related to the exempt purpose of the organization 

d. the trade or business is conducted primarily for the convenience of members of a §501(c)(3) 
organization 

Which of the following might be considered an unrelated trade or business for a hospital? 
cafeteria 
pharmacy 


a 
b 

c. gift shop 
d. all of the above 
€. 


none of the above 
A tax-exempt organization that is required to file Form 990, Return of Organization Exempt From Income 
Tax, must do so by what date (do not consider any extensions, weekends, or holidays)? 
a. The last day of the month following the end of the organization’s accounting period. 
b. The 15th day of the 3rd month following the end of the organization’s accounting period. 
c. The 15th day of the 4th month following the end of the organization’s accounting period. 
d. The 15th day of the Sth month following the end of the organization’s accounting period. 
Which of the following organizations, exempt from Federal income tax under §501(a) of the Internal 
Revenue Code (IRC), must file an annual information return on Form 990 or Form 990—PF? 
a. A private foundation exempt under §501(c)(3) of the IRC. 


b. An organization, other than a private foundation, having gross receipts in each year that normally are 
not more than $5,000. 


c. A stock bonus, pension, or profit-sharing trust that qualifies under §401 of the IRC. 


A school below college level, affiliated with a church or operated by a religious order, that is not an 
integrated auxiliary of a church. 
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SOLUTIONS TO CHAPTER 15 QUESTIONS 


True or False 


r 


e: 


3. 
4. 


F (p. 15—6; not all tax-exempt organizations are qualified charitable organizations; for example, a qualified trust 
under §401 (a tax-exempt organization) is not a qualified charitable organization under §170(c)) 

F (p. 15-14; if'a tax-exempt organization has net unrelated business income, the consequence to it is application 
of the UBIT regime, not termination of its tax-exempt status) 

F (Exhibit 15.1; a §501(c)(3) organization is only one type of exempt organization) 

F (p. 15-15; a tax-exempt organization may employ employees and, as a result, must pay employment taxes 
(FICA and FUTA) and must withhold FICA tax and federal and state income taxes from wages paid; in addition, 
if a tax-exempt organization has net unrelated business income, the organization may pay a UBIT) 

F (p. 15-4; in this case, the net earnings of a partnership inure to member partners; as a result, the partnership 
does not qualify for tax-exempt status, even though it is organized and operated exclusively for a §501(c)(3) 
charitable purpose) 

T (p. 15-25; if a tax-exempt organization has gross unrelated business income of at least $1,000, the 
organization must file Form 990-T (Exempt Organization Business Income Tax Return) and may be required to 
pay a UBIT) 

T (p. 15-25; churches, their auxiliaries, and an association (or convention) of churches are not required to file 
Form 1023, even though they qualify as §501(c)(3) organizations) 


Fill in the Blanks 


iF 


serve some type of common good (p. 15—5; where social policy considerations affect the tax law, an organization 
may receive tax-exempt status if the organization is devoted to a charitable or other purpose that serves some 
type of common good) 

lobbying; grass roots (p. 15-7; certain §501(c)(3) organizations may engage in political lobbying to a limited 
extent (up to a ceiling amount); the political lobbying ceiling is multi-dimensional and is determined by 
reference to separate ceilings of lobbying expenditures and grass roots expenditures) 

prohibited transaction (p. 15—6; if the organization fails to continue to qualify as a tax-exempt organization by 
reference to the nature of its activities, the organization will forfeit its tax-exempt status) 

feeder organization (p. 15—9; §502 prohibits tax-exempt status for feeder organizations; feeder organizations are 
organizations operated for the primary purpose of engaging in a for-profit, trade or business, where profits feed 
into tax-exempt organizations) 

trade, business (p. 15—15; feeder organizations are organizations operated for the primary purpose of engaging in 
a for-profit, trade or business, where profits feed into one or more tax-exempt organization; a trade or business 
includes a merchandising, manufacturing or service-oriented activity for-profit) 


Multiple Choice 


A. 


a (p. 15—10; a foundation organized and operated exclusively for the prevention of cruelty to animals is tax- 
exempt under §503(c)(3); if such a foundation is a private foundation, it is also generally tax-exempt; item b. is 
incorrect because the tax law does not allow a partnership to qualify for tax-exempt status; item c. is incorrect 
because an individual does not meet the definition of a tax-exempt organization; item d. is not correct because 
organizations other than corporations may be tax-exempt organizations) 

b (p. 15—26; of those listed in the problem, only a private foundation is required to file the annual information 
return) 

a(p. 15-15; the UBIT regime utilizes the corporate income tax rate schedule and applies that rate schedule 
against Unrelated Business Taxable Income (UBTI)) 

b (p. 15-11; if both the external and internal support tests are met, the private foundation status of a §501(c)(3) 
organization terminates if it becomes a public charity) 

c (p. 15-5; item a. is incorrect because certain §501(c)(3) organizations may engage in political lobbying; item b. 
is incorrect because tax-exempt organizations do not have shareholders; item d. is incorrect because feeder 
organizations are not tax-exempt) 
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c (p. 15-17; generally, income from bingo games constitutes gross unrelated business income; however, income 
from QUALIFIED bingo games does not constitute gross unrelated business income; a qualified bingo game is a 
bingo game where the bingo game is legal under both state and local law and commercial bingo games (engaged 
in for profit) generally are not permitted within the jurisdiction) 

d (p. 15-13; private foundations may be subject to a tax on investment income under §4940, self-dealing under 
§4941, the failure to distribute income under §4942, excess business holdings under §4943, investments that 
jeopardize its charitable purpose under §4944, and taxable expenditures §4945) 

e (p. 15—11; §501(c)(3) organizations are broadly supported by the general public, if an external and internal 
support test are met) 

c (p. 15-18; in soliciting for charitable contributions, if a tax-exempt organization incidentally distributes 
qualifying low-cost articles, the distributions do not constitute conduct associated with an unrelated trade or 


business; qualifying low-cost articles are items of personal property that cost no more than $9.60 each for 2010) — 


b (p. 15-15; if a tax-exempt organization has net unrelated business income, the consequence to it is application 
of the UBIT regime; item a. is incorrect because the UBIT regime applies only if an unrelated trade or business 
is regularly carried on; item c. is incorrect because the UBIT regime applies only if the trade or business is 
unrelated to the exempt purpose of the organization; item d. is incorrect because the UBIT regime applies only if 
the trade or business (even though unrelated to the exempt purpose of the organization) is not conducted 
primarily for the convenience of the members of a §501(c)(3) organization) 

c (p. 15—15; if not found to be for the convenience of members) 

d (p. 15—26; most tax-exempt organizations are required to file an annual, informational return by the fifteenth 
day of the fifth month after the end of the taxable year (Form 990 (Return of Organization Exempt from Income 
Tax) is required most often)) 

a (p. 15—26; private foundations are required to file Form 990-PF; item b. is incorrect because the organization is 
exempt from filing under §6033(a)(2); item c. is in correct because these organizations are not tax-exempt under 
§501(a); item d. is incorrect because these organizations are exempt from filing under Reg. §1.6033-2(g)) 


| 


CHAPTER 16 


Multistate Corporate Taxation 


LEARNING OBJECTIVES 


After completing Chapter 16, you should be able to: 


poe LION SARS Non) ti 


Illustrate the computation of a multistate corporation’s state tax liability. 

Define nexus and its role in state income taxation. 

Distinguish between allocation and apportionment of a multistate corporation’s taxable income. 
Describe the nature and tax treatment of business and nonbusiness income. 

Discuss the sales, payroll, and property apportionment factors. 

Apply the unitary method of state income taxation. 

Discuss states’ income tax treatment of S corporations, partnerships, and LLCs. 

Describe other commonly encountered state and local taxes on businesses. 

Recognize tax planning opportunities available to minimize a corporation’s state and local tax liability. 


KEY TERMS 


Allocate Nexus Sales factor 
Apportion Passive investment company Throwback rule 
Dock sales Payroll factor UDITPA 
Combined return Property factor Unitary theory 
Composite return Public Law 86-272 Water’s edge election 
Multistate Tax Commission (MTC) 
OUTLINE 
ie OVERVIEW OF CORPORATE STATE INCOME TAXATION 
A. Currently, forty-six states and the District of Columbia impose a tax based on a corporation’s income. 
B. Generally, states require use of the same accounting periods and methods as those used on the corporation’s 
Federal return. 
C. Ina majority of states, state taxable income is determined by reference to the corporation’s Federal return, 
with modification. State modifications (see Exhibit 16.1): ' 
1. reflect differences between state and Federal statutes. 
2. remove income that a state is constitutionally prohibited from taxing. 
3. eliminate the recovery of income for which the state did not permit a deduction on an earlier return. 
D. The Uniform Division of Income for Tax Purposes Act (UDITPA) is a model law relating to the assignment 
of income among the states in which a corporation operates. 
1. The Multistate Tax Commission (MTC) writes regulations and other rules that interpret the UDITPA. 
E. Jurisdiction to Impose Tax: Nexus and Public Law 86—272 


1. The state within which a business is incorporated has taxing jurisdiction. 
2. Fora corporation operating in a state other than its state of incorporation, sufficient nexus must be 
established (see Exhibit 16.2). 
a. Nexus describes the degree of business activity that must be present before a tax can be imposed. 
b. The criteria by which nexus is measured depends on state statute; thus, the definition and 
sufficiency of nexus vary across states. 
3. Public Law 86-272 limits the states’ right to impose an income tax on interstate activities. 


16-1 
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Il. ALLOCATION AND APPORTIONMENT OF INCOME 
A. Apportionment is a means by which a corporation’s business income is divided among the states in which it 
conducts business. 

1. A specific apportionment procedure is followed, although states are free to modify the general 
procedure. 

2. As aresult, a corporation may be subject to state income tax on more or less than 100 percent of its 
income. 

B. Allocation assigns specific components of corporate net income to a certain state. 
C. Allocable income generally includes: 

1. income or loss derived from sale of nonbusiness real or tangible property. 

2. income or loss derived from rentals and royalties from nonbusiness real or tangible property. 
D. Business and Nonbusiness Income 

1. Business income arises from the taxpayer’s regular course of business or an activity that constitutes an 
integral part of the taxpayer’s regular business. 

2. Nonbusiness income is “all income other than business income.” 

3. Business income is apportioned; nonbusiness income may be apportioned or allocated to the state in 
which the property is located. 

E. Apportionment Factors 

1. Each state chooses the type and number of factors used to establish its apportionment formula. 

2. Most states use a three-factor formula which assigns equal weight to sales, payroll and property. 

3. Variations in the state’s definition of allocable and apportionable income and in apportionment 
formulas may cause a corporation to be subject to state income tax on more or less than 100% of its 
Federal taxable income after modifications. 

4. To determine the apportionment factor for each state, a ratio is calculated by comparing the level of a 
specific activity (sales, payroll, property) within a state to the total corporate activity of that type. The 
ratios are then summed, averaged, and appropriately weighted (if required) to determine the 
corporation’s apportionment percentage for a specific state. 

F. Sales Factor 

1. The sales factor is determined by comparing the corporation’s total sales in the state during the period 
to the corporation’s total sales everywhere during the period. 

2. In determining in-state sales, total sales: 

a. include sales that generate business income. 
b. exclude income on federal obligations. 
c. may or may not include sales of capital assets, depending on the particular state. 

3. In determining in-state sales, most states apply the ultimate destination concept, which assumes a a sale 
takes place at the point of delivery (not where the shipment originates). 

4. Most states apply the ultimate destination concept to dock sales. 

In determining in-state sales, if an origination state has adopted a throwback rule, out-of-state sales not 
subject to tax in the destination state (or sales to the U.S. government) are treated as sales in the state of 
origination. 
G. The Payroll Factor 
1. The payroll factor is determined by comparing the compensation paid for services rendered within a 
state to the corporation’s total compensation. 
2. In ‘determining in-state compensation, total compensation: 
a. generally includes compensation includible in an employees’ Federal gross income. 
b. may or may not include certain fringe benefits that are excluded from Federal income tax under 
§401(k), depending on the particular state. 
c. does not include payments to non-employee, outside contractors in most states. 
3. In determining in-state compensation, compensation of an employee is not, normally, split between 
states unless the employee is transferred or changes position during the year. 


Nn 
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In determining in-state compensation, when services are performed in more than one state, that 
employee’s compensation is allocated based upon the following hierarchical ordering, to the state in 
which: 

a. the services are primarily performed. 

b. the employee’s base of operations is located and the services are performed. 

c. the services are directed (or controlled) and performed. 

d. the employee resides. 

In determining in-state compensation, only compensation related to the production of apportionable 
income is included in the payroll factor. 


H. The Property Factor 


i 


The property factor is determined by comparing the average value of the corporation’s real property and 
its tangible personal property owned and used (or rented and used) in the state during the period to the 
average value of the corporation’s real property and its tangible personal property owned and used (or 
rented and used) everywhere. 

In determining in-state property, total property is based on the average value of the corporation’s real 
and tangible personal property owned (or rented) and used during the year. 

In determining in-state property, owned property is usually valued at historic cost plus additions and 
improvements. 

In determining in-state property, rented property is usually valued at 8 times its annual rent. 

In determining in-state property, only property used to produce apportionable income is included in the 
property factor. 


Ill. THE UNITARY THEORY 
A. The unitary approach, adopted by many states, requires a corporation to file a combined or consolidated 
return, which includes the operating results of certain affiliated corporations. 
B. The unitary theory: 


ii 


2 


3. 


ignores the separate legal existence of the entities and focuses on practical business realities, including: 
a. unity of ownership. 

b. unity of operations. 

c. unity of use. 

treats the separate entities as a single business for state income tax purposes. 

applies the apportionment formula to the combined income of the unitary business. 


C. Water’s Edge Election: 


¥ 


i 
ay 


permits a multinational corporation to elect to limit a state’s taxing jurisdiction over out-of-state 
affiliates to activities occurring within the U.S. 

generally cannot be revoked for a number of years without permission. 

may subject the corporation to an additional tax for the privilege of excluding out-of-state entities from 
the combined report. 


IV. TAXATION OF S CORPORATIONS 
A. Many of the states that recognize S corporations automatically treat them as conduits if a valid Federal 
election is effective. However, certain states impose additional eligibility requirements. 
B. Most states that impose corporate income taxes have special provisions for S corporations. 
C. When an S corporation has nonresident shareholders: 


iF 
7% 


x 


a corporate-level tax may be imposed. 

the corporation may be required to withhold tax on the portion of taxable income attributable to 
nonresident shareholders. 

nonresident shareholders may have to agree to pay a state income tax. 
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TAXATION OF PARTNERSHIPS AND LLCs 


A. 


B. 
C. 


Most states treat partnerships and LLCs in a manner consistent with Federal reporting (i.e., a tax-reporting 
but not tax-paying entity). 

Some states require the entity to make estimated tax.payments on behalf of out-of-state partners/members. 
Multistate partnerships or LLCs must determine whether the entity has nexus in every state where a 
partner/member resides, whether the partner/member has nexus in every state in which the partnership/LLC 
does business, and how to assign the income/loss of a partner/member on retirement or when there is a 
liquidating distribution. 


OTHER STATE AND LOCAL TAXES 


A. 


State and Local Sales and Use Taxes 

1. Sales and use taxes are imposed on the final consumer of the taxable item. 

2. The seller of taxable property or services acts as an agent of the state in collecting the sales tax. 

3. The use tax is designed to prevent consumers from evading sales tax by purchasing goods out-of-state 
for in-state use. 

4. States apply a separate set of nexus rules to the sales/use tax. 

5. Many states provide exemptions from the sales/use tax for sales of inventory, groceries, and medical 
products. 

6. Some states are attempting to place the sales/use tax on services rendered, e.g., by physicians, attorneys, 
etc. 

Local Property Taxes 

1. Property taxes are ad valorem taxes because they are based on the value of the property. 

2. Property taxes may be assessed on real property and/or personal property. 
a. Different tax rates and assessment methods apply to the two classes. 
b. Most states limit personal property taxes to tangible property. 


TAX PLANNING CONSIDERATIONS 


A. 
B. 


Redirection of corporate activities within various states using the sales, property, and/or payroll factors. 

Selecting the Optimal State in Which to Operate 

1. Disconnect activities from undesirable states. | 

2. Create nexus in a desirable state. 

Restructuring Corporate Entities 

1. Match tax rates and corporate income (locate loss divisions in high-tax rate states to offset income 
divisions). 

2. Use passive investment companies. 

3. Subject the corporation’s income to apportionment. 


A 2 
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TEST FOR SELF-EVALUATION—CHAPTER 16 


True or False: 


Indicate which of the following statements is true or false by circling the correct answer. 


TF 1. The portion of a corporation’s tax base that is allocated is included in the amount that a corporation 
apportions by formula. 


TF 2. Corporations cannot be subject to tax on more than 100% of their income. 
TF 3. _ States uniformly define business net income. 


T F 4. Double weighting the sales factor in a state apportionment formula favors corporations domiciled within the 
State. 


TF 5. Anemployee’s salary is always attributed to his state of residence. 
T F 6. A unitary business cannot be segregated into independent operating divisions. 
T F_ 7. States are prohibited from imposing an income tax on U.S. government obligations. 


T F_ 8. States generally accept an organization’s classifications of income as active or passive to be business or 
nonbusiness income respectively. 


T F 9. Sales made to a retailer by a manufacturer are generally exempt from sales tax. 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


I; describes the degree of business activity that must be present before a tax can be imposed on a 
corporation’s income. 


2 Apportionment formulas are generally based on three factors: ; , and 

i Under the , Sales are assumed to take place at point of delivery. 

4. To simplify the filing of tax returns, more than 40 states onto the Federal income tax base. 
5 apportions a corporation’s business income among states. 

6. directly assigns specific income components to a certain state. 
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Multiple Choice 


Choose the best answer for each of the following questions. 


Use the following data to answer questions 1-3: 


Zack Corporation owns and operates two manufacturing facilities, one in State I and one in State W. Zack had 
$400,000 of taxable income this year from its manufacturing activities. Zack Corporation had no other income. 


pear See Wels Me Mate | aus | 
Sales $750,000 $500,000 
Propert 500,000 400,000 


225,000 150,000 


1. Assuming both states use an equally weighted three factor apportionment formula, what is Zack’s taxable 
income in State W? 


a. $160,000 
Db, “3165,926 
c. $234,075 
d. $240,000 


2. Assuming State W uses a double weighted sales factor in its three-factor apportionment formula, what 
would Zack’s taxable income be in State W? 


a. $165,926 
b. $160,000 
c. $164,444 
d.* $139,259 


3. Assume State I uses a single-factor sales only formula and State W uses an equally weighted three factor 
formula, what will Zack’s total taxable income be? 


a. $400,000 
b. $405,926 
c. $474,075 
d. $440,000 


4. Generally, sales are allocated to the state 
a. where the shipment originates 
b. at point of delivery 
c. of ultimate destination 


5. Under UDITPA, compensation is treated as paid in the state if: 
a. service is performed entirely within the state 
b. the base of operations is within the state 
c. neither of the above 
d. both of the above 


6. A furniture store purchased 20 desks for $500 each. One desk was taken from the inventory and used by the 
storekeeper. Assuming a 5% use tax rate, how much tax does the store owe? 


a. $0 
b. $4 
Gey nes 
d. $50 
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Zinc, a multistate S corporation, apportioned its $500,000 of ordinary income 40% to state A and 60% to state B. Zinc is 
owned equally by Larry and Mike. Larry resides in State A; Mike resides in state B. 


7. On their resident income tax returns, Larry and Mike will each report income of: 


a. $500,000 
b. $300,000 
c. $250,000 
d. $200,000 
__-—s8.._—s- Onn his state B return, Larry will report income of: 
a. $250,000 
b. $150,000 
c. $125,000 
d. $100,000 
_-—s- 9. ~— On Mike’s state A return, he will report income of: 
a. $250,000 
b. $150,000 
c: $125,000 
d. $100,000 


Wren Corporation owns property in States A and B. A values property at its historical cost, B values property at 


its net book value, both use the average value of assets. 
RAY eae eae January 1, 2010 December 31, 2010 


State A State B State A State B 
$ 125,000 $100,000 | $150,000 | $175,000 
400,000 | 225,000 | 400,000 
Accumulated Depreciation (75,000) (50,000) 100,000) 100,000) 


25,000 50,000 25,000 
Totals $ 300,000 $ 500,000 $ 300,000 $ 525,000 


10. Compute the property factor for State A. 


11. Compute the property factor for State B. 


12. What is the aggregate of Wren’s property factors? 


a. 97% 
b. 100% 
e. 103% 
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SOLUTIONS TO CHAPTER 16 QUESTIONS 


True or False 


I F (p. 16-11; under the many state tax structures, components of the tax base are allocated (e.g., nonbusiness 
income) and a portion of the tax base is apportioned by formula (business income); therefore, any allocated tax 
base is NOT included in the portion of the corporation’s tax base that is apportioned by formula) 

2. F (p. 16—12; the interactive effects of different combinations of apportionment methods being applied across 

states and different contours of what constitutes business activities for apportionment purposes being drawn 

across states may result in a corporation being subject to tax on more than (or less than) 100% of the ' 
corporation’s tax base) 

F (p. 16-13; states do not uniformly define business or non-business net income) 

4. T (p. 16-15; if the sales factor is weighted more heavily (in comparison with payroll and average property), 
more of the tax burden will be borne by non-resident corporations; that is, the tax will favor corporations 
domiciled within the state, assuming corporations domiciled within the state have larger average Peppery and 
payroll ratios) 


Ww 


25 F (p. 16-20; the employee’s salary will be pteibited to a state (or states) depending on the specific facts and 
circumstances surrounding the employee’s work) | 
6. T (p. 16—24; in response to the difficulties raised with respect to allocating and apportioning the tax base of 


multi-state business enterprises, some states have applied a unitary theoretical approach; under this approach, 
multiple operating activities that are an integral part of a unitary business enterprise are required to be combined 
for purposes of allocating and apportioning the combined tax base to states within which the enterprise conducts 
its activities) 

1H T (p. 16-7; consistent with the doctrine of intergovernmental immunity, states are prohibited from imposing the 
legal incidence of taxation on the federal government; accordingly, state tax provisions typically include a 
provision eliminating interest on federal obligations from a tax base that is defined in terms of net income) 

8. F (p. 16—13; states use a variety of approaches to determine income classification) 

9; T (p. 16-30; a sales tax is imposed on retail sales of tangible personal property for use or consumption, and it is 
generally imposed on the final consumer; sales by manufacturers, producers and processors are generally exempt 
since these sellers are typically not selling to a final consumer) 


Fill in the Blanks 


r Nexus (p. 16—9; nexus is the term used to denote sufficient presence of a multi-state enterprise within a state that 
warrants apportionment of the enterprise’s tax base to the state) 

a property, payroll, sales (p. 16—15; these are the factors specified by the UDITPA formula) 

3 ultimate destination concept (p. 16-18; under the UDITPA, sales attributable to a particular state are determined 
by applying the ultimate destination concept; under this concept, sales of tangible personal property are 
attributed to the state to which the goods are shipped to the customer (rather than the origination point)) 


4, piggyback (p. 16—4; states do not uniformly define business or non-business net income; many jurisdictions 
piggyback (with modifications) onto the Federal income tax definition of gross income and taxable income) 

3) An apportionment formula (p. 16—15; the process by which the tax base (or components of the tax been is (are) 
segregated and allocated to a particular state is called apportionment) 

6. allocation (p. 16—10; allocation is a process by which the components of the tax base are associated with 


property, receipts or income, which is then traced to particular jurisdictional units (states)) 


pore 
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Multiple Choice 
The following information relates to Zack Corporation. 
Sales (W): $ 500,000 
Sales (Total): ($750,000 + $500,000) $ 1,250,000 
Average property (W): $ 400,000 
Average property (Total): ($500,000 + $400,000) $ 900,000 
Payroll (W) $ 150,000 
Payroll (Total): ($225,000 + $150,000) $ 375,000 


ad 


Zack’s taxable income of $400,000 is apportioned by a three-factor formula to State W. 


b (p. 16-16; assuming equal factor weighting, $165,926 is apportioned to State W; [($500,000/$1,250,000) 

+ ($400,000/$900,000) + ($150,000/$375,000)]/3 = .4148148; .4148148 x $400,000 = $165,926) 

c (p. 16-16; assuming the sales factor is double weighted, $164,444 is apportioned to State W; [2 x 

($500,000/$ 1,250,000) + ($400,000/$900,000) + ($150,000/$375,000)]/4 = .4111111; 4111111 x $400,000 = 
$164,444) 

b (p. 16-16; assuming Zack uses a single factor apportionment formula, with sales as the only factcr, $240,000 is 
apportioned to State I [($750,000/$1,250,000) x $400,000 = $240,000]; Zack’s income apportioned to State W is 
$165,926 (see question 1.); total apportioned income is $405,926 ($160,000 + $165,926)) 

c (p. 16—18; sales of tangible personal property are attributed to the state to which the goods are shipped to the 
customer (rather than the origination point)) 

a (p. 16-19; under the hierarchical rules of UDITPA item a. comes before item b.) 

c (p. 16-30; the use tax is $25 (the use tax rate of 5% applied against the sales price of only one desk at $500)) 


The following information relates to Zinc Corporation. 


State A Apportionment: 40% of $500,000 $200,000 
Larry’s (Mike’s) Share (40% of $500,000)/2 $100,000 
State B Apportionment: 60% of $500,000 $300,000 
Larry’s (Mike’s) Share (60% of $500,000)/2 $150,000 


c (p. 16-29; ($500,000 x 50%)) 


On the resident returns of Larry and Mike, each reports income of $250,000, calculated as follows. 


Larry’s (Mike’s) Share (40% of $500,000)/2 $100,000 
Larry’s (Mike’s) Share (60% of $500,000)/2 $150,000 
Total $250,000 


b (p. 16-29; ($500,000 x 60% x 50%)) 
On Larry’s state B return, Larry reports income of $150,000, calculated as follows. 


State B Apportionment: 60% of $500,000 $300,000 
Larry’s (Mike’s) Share (60% of $500,000)/2 $150,000 
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9. d (p. 16-29; ($500,000 x 40% x 50%)) 
On Mike’s state A return, Mike reports income of $100,000, calculated as follows. 


State A Apportionment: 40% of $500,000 $200,000 
Larry’s (Mike’s) Share (40% of $500,000)/2 $100,000 


The following information relates to Wren Corporation. 


Average Property (A): 


($300,000 + $100,000 + $300,000 + $75,000)/2 $387,500 
Average Property (B): 1 

($525,000 + $100,000 + $500,000 + $50,000)/2 $587,500 
Average Property (Total): $975,000 


10. 39.7436% (Example 19; ($387,500/$975,000)) 
The property factor for State A is computed as follows. 
Average Property Factor (A): $387 ,500/$975,000 39.7436% 
11) 63.0769% (Example 19; $587,500/$975,000)) 
The property factor for State B is computed as follows. 
| Average Property Factor (B): $587 ,500/$975,000 63.0769% 
12s c (p. 16-24, 25; Example 19; (39.7436 + 63.0769)) 
The aggregate of Wren’s average property factors is computed as follows. 


Aggregate Average Property Factor:39.7436% + 63.0769% 102.8205% 
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CHAPTER 17 


Tax Practice and Ethics 


LEARNING OBJECTIVES 


After completing Chapter 17, you should be able to: 

L. Describe the organization and structure of the IRS. 

Pad Identify the various administrative pronouncements issued by the IRS and explain how they can be used in tax 
practice. 


ee eee 


Describe the audit process, including how returns are selected for audit and the various types of audits. 
Explain the taxpayer appeal process, including various settlement options available. 

Determine the amount of interest on a deficiency or a refund and when it is due. 

Discuss the various penalties that can be imposed on acts of noncompliance by taxpayers and return preparers. 
Understand the rules governing the statute of limitations on' assessments and refunds. 

Summarize the legal and ethical guidelines that apply to those engaged in tax practice. 


KEY TERMS 


Accuracy-related penalty Letter ruling Revenue Agent’s Report (RAR) 
Closing agreement Negligence Statute of limitations 

Determination letter Ninety-day letter Substantial authority 

Enrolled agent (EA) Offer in compromise Technical advice memorandum (TAM) 
Fraud Reasonable cause Thirty-day letter 


OUTLINE 


IF TAX ADMINISTRATION 


A. 


IRS responsibilities include (Figure 17.1 displays the current structure of the IRS): 

1. providing adequate information to taxpayers so that they can comply with tax laws. 

2. identifying delinquent taxpayers and their related tax payments. 

3. carrying out assessment and collection procedures. 

IRS Procedure—Letter Rulings 

1. Letter Rulings, issued by the National Office, are written statements of the IRS’ current position on the 
tax consequences of a course of action contemplated by a taxpayer. 

2. Rulings are issued only on uncompleted, actual transactions or on transactions which have been 
completed prior to filing the tax return for the year in question. 

3. Rulings are not issued in cases essentially involving a question of fact (e.g., whether compensation is 
reasonable). 

4. Rulings may be revoked if substantial discrepancies are found between the facts in the ruling request 
and the actual situation. 

5. A letter ruling may be relied on only by the taxpayer who requested and received it. 

6. Rulings must be attached to the tax return for the year in question. 

IRS Procedure—Other Issuances 

1. Determination Letters are issued by a Director and cover completed transactions when the issue 
involved is covered by judicial or statutory authority, regulations or rulings. 

2. A Technical Advice Memorandum is issued by the National Office to IRS personnel in response to a 
specific request from either an agent, an Appellate Conferee or a Director. Technical Advice requests 
arise within the audit process. 

Administrative Powers of the IRS 

1. The Code empowers the IRS to examine the taxpayer’s books and records in determining the correct 
amount of tax due. 


17-1 
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a. The IRS may also require the person(s) responsible for the return to appear and to produce any 
necessary books and records. 

b. Generally taxpayers have the burden of proof regarding amounts disclosed on a tax return. 

The Code also permits the IRS to assess a deficiency and demand a payment for the tax. 

a. Nocollection effort can begin until 90 days after a deficiency notice is sent to the taxpayer (a 90- 
day letter). 

b. Following assessment, the taxpayer is usually given 30 days to pay the tax due. 

The IRS can place a lien on all taxpayer property if payment is not made. 


E. The Audit Process 


i 


N 


Selection of returns for audit 

a. The IRS uses mathematical formulas to select returns likely to contain errors and yield substantial 
amounts of additional revenue. 

b. Taxpayers with gross income in excess of $100,000, self-employed individuals and cash 
businesses, are subject to audit more frequently than other taxpayers. 

c. If corresponding information returns (e.g., Form 1099) are not in substantial agreement with the 

taxpayer’s return, the return may be audited. 

Itemized deductions in excess of norms may trigger an audit. 

Filing a refund claim may trigger an audit. 

Some returns are selected because the IRS has targeted a specific industry. 

g. Other returns are selected on.a random sampling basis. 

An initial review corrects math errors or failures to comply with deduction limitations. These matters 

are usually settled through correspondence without a formal audit (a correspondence audit). 

Office audits usually require substantiation of a particular item on an individual’s return having few or 

no items of business income. 

Field audits generally entail a more complete examination of a taxpayer’s transactions. Field audits 

usually deal with corporate returns and individuals engaged in business or professional activities. 

Taxpayer Rights 

a. Prior to or at the initial interview, the IRS must provide an explanation of the audit process and 
describe the taxpayer’s rights under that process. 

b. Upon advance request, the IRS must allow an audio recording of any. in-person interview. 

Settlement with the Revenue Agent 

a. The IRS agent may accept the return as filed or recommend certain adjustments following an audit. 
A Revenue Agent’s Report (RAR) summarizes the audit. 

b. Usually, questions of fact can be resolved at the agent level. Agents must adhere strictly to 
published IRS policy. 

c. If agreement is reached, Form 870, Waiver of Restrictions on Assessment and Collection of 
Deficiency in Tax, is signed by the taxpayer. Form 870 generally closes the case; however, the IRS 
may assess additional deficiencies if deemed necessary. 


moo 


F. The Taxpayer Appeal Process (see Figure 17.2) 


1, 


If agreement cannot be reached at the agent level, the taxpayer receives a copy of the Revenue Agent’s 
Report and a letter which grants the taxpayer 30 days to request an administrative appeal (a 30-day 
letter). 

If an appeal is not requested, a statutory notice of deficiency, a 90-day letter, will be issued. 

A request for appeal must be made to the Appeals Division and must be accompanied by a written 
protest unless: 

a. the proposed tax deficiency does not exceed $10,000 or 

b. the deficiency resulted from a correspondence or office audit. 

The Appeals Division of the IRS has authority to settle all tax disputes based on the hazards of litigation 
(the probability of losing a court case). 

If agreement is reached, Form 870—AD is signed by the taxpayer. This agreement is usually binding 
upon both parties. 

If agreement is not reached, the IRS issues a statutory notice of deficiency (a 90-day letter) which gives 
the taxpayer 90 days to file a petition with the Tax Court or to pay the tax and file a claim for refund. If 
the tax amount in dispute is $50,000 or less, the maxpay et may have the case heard by the Small Cases 
Division of the Tax Court. 
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G. Offers in Compromise and Closing Agreements 


1. 


Offers in Compromise are generally used only in extreme cases where the taxpayer’s ability to pay the 
total amount of tax is doubtful. 


2. Closing Agreements are used in situations when disputed issues involve future years. A Closing 

Agreement is generally binding on both parties. 
H. Interest 

1. Interest accrues on tax underpayments and overpayments. Interest compounds daily. 

2. Interest usually accrues from the unextended due date of the return until 30 days after the taxpayer 
agrees to the deficiency by signing Form 870. 

3. Quarterly adjustments to the interest rates are based on the average market yield of outstanding U.S. 
marketable obligations maturing in 3 years or less. 

4. Ifan overpayment is refunded within 45 days, no interest is allowed. 


a. When areturn is filed after the due date, interest accrues from the date of filing. 


I. Taxpayer Penalties 


L. 
2: 


3; 
4. 


10. 
11. 


Penalties are additions to tax liability and are not tax-deductible. 

“Ad valorem” penalties are based on a percentage of the tax owed and are subject to the same 

deficiency procedures that apply to the underlying tax. 

“Assessable” penalties are typically a flat dollar amount. 

Failure to file penalty is 5% per month up to 25% of the tax liability; a minimum penalty of $100 may 

be imposed. If fraud is demonstrated, the penalty is 15% per month, with a maximum of 75% of the tax 

liability. 

Failure to pay penalty is 0.5% per month up to 25% of the tax liability. 

If both the failure to file and the failure to pay penalties apply in any month, the failure to file penalty is 

reduced by the failure to pay penalty amount. 

a. These penalties can be avoided if the taxpayer shows that the failure to file or failure to pay tax was 
due to a “reasonable cause.” 

b. The Code and Regulations provide little guidance as to what is “reasonable cause,” so the courts 
have been the arbiter of the term. 

“Accuracy-related” penalties are applied when the taxpayer fails to show reasonable cause for the 

underpayment or a good faith effort to comply with the tax law. The penalty is 20% of the 

underpayment attributable to: 

a. negligence or disregard of rules or regulations. Negligence includes any failure to make a 
reasonable attempt to comply with tax law. 

b. substantial understatement of tax liability (when the understatement exceeds the larger of 10% of 
the tax due or $5,000 (for a C corporation, the lesser of 10% of tax due (but at least $10,000) or $10 
million)). 

c. substantial valuation overstatement (when the valuation is 200% or more of the correct amount). 

d. substantial valuation understatement (when the valuation is 50% or less than the correct amount). 

Penalties can also be assessed on appraisers and for improper refund claims. 

Fraud occurs when a taxpayer is found to have intended specifically to evade a tax. 

a. Civil fraud must be proved by a preponderance of evidence. The civil fraud penalty is equal to 75% 
of that underpayment resulting from such fraud. 

b. Criminal fraud must be proved beyond the shadow of any reasonable doubt. The criminal fraud 
penalty varies, depending upon the severity of the infraction, but may be no more than $100,000 
($500,000 in the case of a corporation) and 5 years in jail. 

Penalties may be imposed for failure to pay estimated income taxes. 

Penalties may also be imposed if the taxpayer provides false information on taxes withheld, fails to 

make tax deposits as required, or fails to provide information regarding tax shelters. 


J. Statute of Limitations 


IT 


Generally, any tax imposed must be assessed within three years of the filing of the return. Exceptions to 

the above rule are: 

a. Ifno return was filed (or if a fraudulent return was filed), an assessment may be made at any time. 

b. The statute is increased to six years if the taxpayer omits from gross income an amount in excess of 
25% of the gross income as stated on the return. 

c. The statute may be extended by mutual consent of a Director and the taxpayer (Form 872 is used 
for this purpose). 
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2. Ifafter the IRS issues a statutory notice of deficiency, the taxpayer, within the allotted time, files a Tax 
Court petition, the statute of limitations is suspended on both the assessment and period of collection 
until 60 days after the court’s final decision. 

3. A taxpayer who wishes to file a tax refund claim must file the appropriate form within three years of the 
filing of the original tax return, or within two years following the payment of the tax, whichever is later. 
Individuals use Form 1040X, and corporations use Form 1120X. 


Il. THE TAX PROFESSION AND TAX ETHICS 
A. While anyone can prepare a tax return or give tax advice, practice before the IRS is scaly limited to 
CPA’s, attorneys, and persons who have passed an IRS-administered examination (called enrolled agents). 
B. Rules governing tax practice (Circular 230) require the tax preparer: 
1. to not take a position on a tax return unless there is a realistic possibility that the position will be 
sustained on its merits. . 
to not take frivolous tax return positions. 
to inform taxpayers of penalties likely to apply to return positions and how to avoid such penalties. 
to make known to a client any error or omission on any return (or document) submitted to the IRS. 
to submit in a timely fashion records or information lawfully requested by the IRS. 
to exercise due diligence and to use the best practices of the tax profession in preparing and filing 
returns. 
7. to not delay matters before the IRS, charge the taxpayer “contingent fees” or “unconsionable fees”, or 
represent clients if there is a conflict of interest. 
D. Preparer penalties include: 

1. A penalty for the understatement of tax liability due to an unreasonable position (the greater of $1,000 
or one-half of the income on the return related to the unreasonable position). 

2. A penalty for willful and reckless conduct (the greater of $5,000 or one-half of the income of the 
practitioner that is related to the return or refund claim). 

a. This penalty is reduced by any penalty assessed for unreasonable positions. 

3. A $1,000 ($10,000 for corporations) penalty per return (or document) is imposed against.any person 
who aids in the preparation of a return (or other document), where such person knows that there exists 
an understatement of tax liability. 

4. A $50 penalty is assessed for (1) failure to sign the return, (2) failure to furnish preparer’s identifying 
number, or (3) failure to furnish the taxpayer with a copy of the return. 

5. A $500 penalty may be assessed if a preparer endorses a check for a tax refund athe is issued to the 
taxpayer. 

E. Communications between a taxpayer and tax practitioner are privileged communications when involving tax 
advice. 

F. The AICPA has issued statements to guide CPAs in resolving ethical questions related to tax practice. Some 
of these statements are summarized below. 

Tax Return Positions: The CPA must believe a position taken on a tax return has. a realistic possibility of 

being accepted if challenged and must advise the client of the risks and penalties if the position is not 

accepted. 

Questions on Returns: Reasonable efforts should be made to provide answers to all questions on a tax 

return. 

Procedural Aspects of Preparing Returns: The CPA may rely on information furnished by the client or by 

third parties. However, the CPA should make reasonable inquiries if the information appears to be 

incorrect, incomplete or inconsistent. 

Estimates: Estimates received from the taxpayer may be used if they are reasonable and it is impracticable 

to obtain exact data. 

Recognition of Administrative Proceeding: A CPA is not bound by prior year administrative or judicial 

positions. Rather, the CPA should use his/her own judgment depending on the facts and CIeUnStaes of 

the particular situation. 

Knowledge of Error: The CPA should promptly advise the client upon sag apes of an error ina previously 

filed tax return and recommend corrective measures. 

- * Advice to Clients: The CPA must use judgment in advising clients. His advice should be professionally © 

competent and appropriate for the particular client. 


DAR WEY 


© 2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole yr 


CHAPTER 17 Tax Practice and Ethics 17-5 


TEST FOR SELF-EVALUATION—CHAPTER 17 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


T F 1. Trusts, receiverships, guardianships, or estates may be represented before any office of the Internal Revenue 
Service by their trustees, receivers, guardians, administrators, or executors. 


T F 2. A check drawn on the United States Treasury for a refund of Internal Revenue Service taxes, penalties or 
interest cannot be mailed to the recognized representative of the taxpayer even if there is a valid power of 
attorney containing specific authorization. 


T F_ 3. Doyle, an enrolled agent, knows that his client has not complied with the revenue laws of the United States. 
Doyle has the responsibility to advise his client promptly of such noncompliance. 


T F 4. A taxpayer, during an interview conducted by the preparer, stated that he paid $6,500 in doctor bills and 
$5,000 in deductible travel and entertainment expenses during the tax year, when in fact he had paid smaller 
amounts. On the basis of this information, the preparer properly calculated the deductions for medical 
expenses and for travel and entertainment expenses which resulted in an understatement of tax liability. The 
preparer had no reason to believe that the medical expenses and the travel and entertainment expense 
information was incorrect or incomplete. The preparer did not ask for underlying documentation of the 
medical expenses but inquired about the existence of travel and entertainment expense records. The preparer 
was reasonably satisfied by the taxpayer’s representations that the taxpayer had adequate records (or other 
corroborative evidence) for the deduction of $5,000 for travel and entertainment expenses. The preparer is 
not subject to a penalty under §6694. 


T F 5. A revenue ruling holds that certain expenses incurred in the purchase of a business must be capitalized. The 
Code is silent as to whether these expenses must be capitalized or may be deducted currently, but several 
cases from different courts hold that these particular expenses may be deducted currently. There is no other 
authority. Under these circumstances, a return preparer taking a position contrary to the revenue ruling 
would not be subject to the penalty for understatement due to willful or reckless conduct (IRC §6694(b)). 


-T F 6. Ifthe proposed increase or decrease in tax resulting from an IRS examination, conducted at the taxpayer’s 
place of business, exceeds $2,500, but not more than $10,000, the taxpayer or the taxpayer’s representative 
who wishes to appeal, must provide a brief written statement explaining the disputed issues. 


T F 7. The trust fund recovery penalty may be imposed against any person who is responsible for collecting or 
paying withheld income and employment taxes and who willfully fails to collect or pay them. 


T F_ 8. A taxpayer can only submit an Offer in Compromise if it is submitted based on doubt as to the liability owed 
and doubt as to the ability of the taxpayer to fully pay the amount owed. 


T F 9. Audrey’s 2008 income tax return is under examination by the Internal Revenue Service. She agrees with 
several proposed changes by the examiner. Audrey thinks that she will owe additional tax of $3,000 and 
deposits a cash bond in that amount with the IRS. This deposit will stop the further accrual of interest on 
both the tax and on the interest accrued to that point. 


T F 10. Ifyou are filing a claim for credit or refund based on contested income tax issues considered in previously 
examined returns and do not want to appeal within the IRS, you should request in writing that the claim be 
immediately rejected. 
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Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


if When agreement cannot be reached between the taxpayer and the Appeals Division, the IRS issues a 


2: The defines the period of time during which one party may pursue legal action against 
another party. 


3, The position of Commissioner of the Internal Revenue Service is an position. 
4. In addition to issuing Letter Rulings and Revenue Rulings, the IRS also issues _ , and 
ay The AICPA has issued , the purpose of which is to guide the conduct 


of CPAs in tax practice. 


6. of is a term used to describe the possibility of winning or losing a tax issue if 
the case goes to court. 


a An in gives the IRS the authority to negotiate a compromise settlement if 
there is doubt as to the amount or ability to collect a tax liability. 


8. are additions to the tax liability and are not deductible as itemized or business expense 
deductions. 


9. The statement which is filed following an audit which recommends acceptance of adjustment of the tax return is 
known as the 


Multiple Choice 


Choose the best answer for each of the following questions. 


1. Which of the following is not practice before the Internal Revenue Service? 


a. Preparing the tax return, furnishing information at the request of the IRS, or appearing as a witness for a 
taxpayer. : 


b. Communicating with the IRS for a taxpayer regarding the taxpayer’s rights, privileges, or liabilities 
under laws and regulations administered by the IRS. 


c. Preparing and filing necessary documents with the IRS for the taxpayer whose tax returns were 
prepared by a different practitioner. 


d. Representing a taxpayer at conferences, hearings, or meetings with the IRS. 


2. Allof the following can practice before the Internal Revenue Service except: 


a. An individual family member representing members of his or her immediate family without 
compensation. 


b. An individual convicted of any offense involving dishonesty or lack of trust. 
c. A regular full-time employee representing his or her employer. 


d. A bona fide officer of a corporation, association or organized group representing the corporation, 
association or group, respectively. 
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3. Late payments by a taxpayer on an installment agreement to pay a tax liability will: 


a. Necessitate payment by certified check. 

b. Extend the statute of limitations. 

c. Generate a Notice of Intent to Levy. 

d. Generate a 30-day notice as to the cessation of the agreement. 

4. Which of the following statements with respect to taxpayers’ offers in compromise on unpaid tax liabilities 

is correct? 

a. A taxpayer does not have the right to submit an offer in compromise on his/her tax bill but is given the 
opportunity in order to increase voluntary compliance with the tax law. 

b. Doubt as to the liability for the amount owed must be supported by evidence and the amount acceptable 
under the offer in compromise will depend on the degree of doubt found in the particular case. 

c. Submission of an offer in compromise automatically suspends the collection of an account. 

d. Ifthe offer in compromise is made on the grounds that there is doubt as to the taxpayer’s ability to 


make full payment on the amount owed, the amount offered must give sufficient consideration only to 
the taxpayer’s present earning capacity. 


5. With regard to an installment agreement with the IRS to pay a federal tax due, all of the following 


statements are correct except: 


a. 


Once an installment payment plan has been approved, the IRS will not continue to charge the taxpayer’s 
account with interest on the taxpayer’s unpaid balance of penalties and interest. 


Installment payments may be paid by electronic transfers from the taxpayers’ bank account. 


While the taxpayer is making installment payments, the IRS may require the taxpayer to provide 
financial information on his/her financial condition to determine any change in his/her ability to pay. 


The IRS may file a Notice of Federal Tax Lien to secure the government’s interest until the taxpayer 
makes the final installment payment. 


6. Which of the following situations describes a disclosure of tax return information by a tax return preparer 


which would subject the preparer to a penalty? 


a. 


d. 


7. In which of the following situations may the tax return preparer disclose the tax return information requested 


Grandfather’s tax information is made available to his granddaughter to inform her phe will be claimed 
as a dependent on the grandfather’s return. 


Employee of the tax return preparer makes corporate return information available to shareholders. 


After a client files for bankruptcy, the tax return preparer provides a copy of the last return filed to the 
court-appointed fiduciary without written permission. 


None of the above. 


without first obtaining consent of the taxpayer/client? 


a. 


The preparer receives a state grand jury subpoena requesting copies of federal and state income tax 
returns. 

An IRS agent, in his or her official capacity, makes a visit to the preparer and requests copies of state 
and federal income tax returns, related returns, schedules and records of the taxpayer used in the 
preparation of the tax returns. 

A partner in a partnership, who was not involved with the return preparation or partnership records, 
requests a copy of the partnership return including the schedule K—Is for ALL partners. 


All of the above. 


©2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or in part. 


SS 


17-8 


© 2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole c 


2011 Annual Edition/Study Guide 


Mr. Congenial’s 2008 income tax return was examined by the IRS and he agreed with the proposed changes. 
He has several ways by which he may settle his account and pay any additional tax that is due. All of the 
following statements with respect to this situation are correct except: 


a. 


If he pays when he signs the agreement, the interest is generally figured from the due date of the return 
to the date of his payment. 


If he does not pay the additional tax when he signs the agreement, he will receive a bill. The interest on 
the additional tax is generally figured from the due date of the return to the billing date. 

If the bill is delayed, he will not be billed for additional interest for more than 60 days from the date he 
signed the agreement. 


If he pays the amount due within 10 days of the billing date, he will not have to pay more interest or 
penalties. 


Which of the following persons would be subject to the penalty for improperly negotiating a taxpayer’s 
refund check? 


a. 


An income tax return preparer who operates a check-cashing agency that cashes, endorses, or negotiates 
income tax refund checks for returns he prepared. 


An income tax return preparer who operates a check-cashing business and cashes checks for his clients 
as part of a second business. 


The firm which prepared the tax return and is authorized by the taxpayer to receive an income tax 
refund, but not to endorse or negotiate the check. i 


A business manager who prepares income tax returns for clients who maintain special checking 
accounts against which the business manager is authorized to sign certain checks on their behalf. The 
clients’ federal income tax refunds are mailed to the business manager, who has the clients endorse the 
checks and deposits them in the special accounts. 
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SOLUTIONS TO CHAPTER 17 QUESTIONS 


True or False 


1; 


2 
at 


10. 


T (p. 17-25; Circular 230 also allows representation by a trustee, receiver, guardian, administrator or executor of 
the trust, receivership, guardianship or estate) 

F (p. 17-25; may be an enumerated power of tax practitioner authorized on Form 2848 (Power of Attorney)) 

T (p. 17-29; Circular 230 (Section 10.21) states that a practitioner who knows that a client has not complied with 
a tax law (or has made an error in or omission from any return) must promptly advise the client of such 
noncompliance (error or omission); this is also a requirement of the AICPA Statements on Responsibility in Tax 
Practice) 

T (p. 17—27; the tax practitioner is not subject to the penalties under §6694 because the facts indicate that there 
was reasonable cause for the understatement and the practitioner acted a good faith; the tax practitioner is not 
generally required to verify information furnished by the taxpayer but is required to ask questions to determine 
the existence of certain facts that are required by the tax law) 

T (p. 17-27; the tax practitioner is not subject to the penalty under §6694(b) because the facts indicate that the 
practitioner did not recklessly or intentionally disregard an administrative rule or regulation (here, a revenue 
ruling); there were judicial rulings (precedential authority) contrary to ruling’s position and a realistic possibility 
that the taxpayer’s position would be sustained on its merits (a position for which a reasonable and well- 
informed analysis by a person knowledgeable in the tax law would conclude as having at least a one-in-three 
chance of being sustained on its merits)) 

T (p. 17-12; if the deficiency is more than $2,500 (but less than $10,000) resulting from a field examination, an 
appeal request must be in writing and be accompanied by a brief statement of the disputed issues outlining the 
taxpayer’s position regarding the issue(s)) 

T (p. 17-23; in the context of an employee-employer relationship, the employer acts as the employee’s agent in 
withholding from the employee’s salary amounts representing F.I.C.A. tax and Federal income tax; if the 
employer does not timely deposit these withheld amounts, civil penalties are imposed (e.g., a 100% penalty is 
assessed against any responsible person who willfully fails to make timely deposits of tax) 

F (p. 17-14; in general, the IRS has a liberal acceptance policy) 

F (p. 17-15; Audrey’s cash bond of $3,000 will stop interest from accruing only on $3,000 of the total amount of 
tax plus interest due; if the amount paid does not take into account the interest accrued to the date of payment, 
§6622 requires that interest accrue on the interest due at the date of payment) 

T (see Figure 17.2) 


Fill in the Blanks 


1. 


90 day letter: statutory notice of deficiency (p. 17—12; if no action is taken by the taxpayer, a Statutory Notice of 
Deficiency (the 90-day letter) is issued; the 90-day letter states that the tax liability will be assessed if the 
taxpayer does not file a petition in the United States Tax Court during the prescribed period; if this statutory 90- 
day period expires, the tax is assessed) 

statute of limitations (p. 17—23; the statute of limitations is a statutory rule of law prescribing the maximum time 
period during which a cause of action can be brought or a right enforced; the period may vary depending on the 
facts and circumstances) 

appointed (p. 17—4; the Commissioner of Internal Revenue, who reports to the Secretary of the Treasury and is 
appointed by the President) 

Determination Letters; Technical Advice Memoranda (p. 17-6; Determination Letters are issued by the office 
that has jurisdiction over the taxpayer’s audit and only issued if the audit issue raised is within the specific scope 
of statutory, administrative or judicial tax law; a Technical Advice Memorandum is issued by the National 
Office in connection with a disputed tax issue and applies statutory, administrative or judicial tax law to the facts 
of the case) 

“Statements on Standards for Tax Services” (p. 17-29) 

“Hazards; litigation” (p. 17-13) 
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offer; compromise (p. 17—14; the IRS may accept an Offer in Compromise in situations when it is unlikely that 
the tax liability will be collected in full and the amount offered reasonably reflects the collection potential, based 
on the taxpayer’s net worth, current income and future income potential) 

Penalties (p. 17—16; to promote taxpayer (and tax practitioner) compliance, a vast array of penalties (civil and 
criminal) can be imposed upon a finding of culpable conduct; penalties imposed on the taxpayer are additions to 
tax and are not deductible) 

Revenue Agent’s Report (p. 17—11; in an examination audit, execution of the Revenue Agent’s Report is 
different depending on whether the case is agreed or unagreed; if the case is agreed, the revenue agent generally 
prepares Form 4549 (Income Tax Examination Changes); if the case is unagreed, the examination audit has not 
been settled at the revenue agent level) 


Multiple Choice 
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a (p. 17—25; the activities in item a. do not represent practice before the IRS) 

b (p. 17-25; item b. is correct if, in fact, the Secretary of the Treasury has found the individual to be disreputable 
and has suspended or disbarred such individual from practicing before the IRS; items a., c. and d. are incorrect 
because each of these items do reflect persons that may conduct a limited practice before the IRS under Section 
10.7(c) of Subpart A (Rules Governing Authority to Practice) of Circular 230) 

d (p. 17—14; under §6159(b)(5), the Secretary may not take any action to alter, modify or terminate the 
agreement until 30 days after notice of such action is communicated to the taxpayer; this communication must 
include an explanation for the intended action) 

b (p. 17—14; taxpayer’s rights include a right to submit an offer in compromise; item a. is incorrect because under 
§7122 the taxpayer has an implicit right to submit an offer; item c. incorrect because submission of an offer does 
not necessarily suspend collection activities (submission generally suspends collection activity unless the offer is 
deemed frivolous, the filing is deemed made for the sole purpose of delaying collection, or collection is in 
jeopardy); item d. is incorrect because the amount offered must reasonably reflect the collection potential, based 
on the taxpayer’s net worth and current income, as well as future income potential) 

a (p. 17—14; item a. is correct because interest does not stop accruing (it continues to accrue on a taxpayer’s 
unpaid balance of tax, interest and some penalties); items b., c. and d. are incorrect because each are allowed 
within the context of an installment agreement (e.g., to minimize the administrative burden to the taxpayer, the 
IRS allows installment payments to be made by electronic transfer from the taxpayer’s bank account)) 

d(p. 17-27; item d. is correct, because the disclosure penalty does not apply to any of the situations identified, 
assuming the first taxpayer’s tax interest is not adverse to the second taxpayer’s tax interest and the first taxpayer 
has not expressly prohibited such disclosure; items a., b. and c. all involve a related party situation such that 
disclosure of tax information by the tax practitioner (or his agent) from one party to ine other party is oon 
from penalty application under Reg. §301.7216-2(b)) 

d(p. 17-27; item d. is correct, because the disclosure penalty does not apply to any of the situations identified: 
items a., b. and c. all involve a disclosure of tax information by the tax practitioner (or his agent) that is exempt 
from the civil penalty under Reg. §301.7216—2) 

c(p. 17-11; item c. is the correct answer—interest is suspended 30 days after the agreement is signed) 

a (p. 17-27; item a. is correct because (under §6695) the tax practitioner through an agent (his check-cashing 
agency) is endorsing or negotiating a refund check of a taxpayer (whose return was prepared by the practitioner); 
the other items are not endorsing or negotiating a refund check (the preparers merely cashed, received or 
deposited the refund check)) 


CHAPTER 18 | 
The Federal Gift and Estate Taxes 


LEARNING OBJECTIVES 


After completing Chapter 18, you should be able to: 

Understand the nature of the Federal gift and estate taxes. 
Work with the Federal gift tax formula. 

Work with the Federal estate tax formula. 

Understand the operation of the Federal gift tax. 

Compute the Federal gift tax. 

Recognize the components of the gross estate. 

Describe the components of the taxable estate. 

Determine the Federal estate tax liability. 

Appreciate the role of the generation skipping transfer tax. 


KEY TERMS 
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Alternate valuation date Gross estate Taxable estate 

Annual exclusion Joint tenants Taxable gift 

Bypass amount Marital deduction Tenants by the entirety 

Disclaimer Power of appointment Tenants in common 

Exclusion amount Probate estate Terminable interests 

Exemption equivalent Qualified terminable interest Unified tax credit 

Future interest . property (QTIP) Unified transfer tax 
OUTLINE 

I. TRANSFER TAXES 


A. Nature of the Taxes : 
1. Transfer taxes are based on the value of the property transferred, not the income derived from the 
property. 
2. The Unified Transfer Tax covers all gratuitous transfers. 
a. The gift tax is a tax on transfers durmg the donor’s lifetime. 
b. The estate tax is a tax on transfers at death. 
3. Persons subject to the tax 
a. The Federal gift tax applies to: 
1. all transfers of property by individuals who, at the time of the gift, were citizens or residents of 
the U.S. _ 
2. gifts of property located in the U.S. for individuals who were neither citizens nor residents. 
b. The Federal estate tax applies to: 
1. the entire estate of decedents who, at the time of death, were U.S. citizens or residents. 
2. property located in the U.S. for decedents who were neither citizens or residents. 
c. For nonresidents and/or noncitizens, application of these taxes may be different under treaties 
between the U.S. and various foreign countries. 
4. Formulas 
a. The Gift Tax 
Current year’s taxable gifts (net of any deductions allowed and any exclusions available) 


+ All prior years’ taxable gifts 
= Total taxable gifts 


Compute tax on total taxable gifts (see Appendix A) 
— Tax paid or deemed paid on prior years’ taxable gifts 
— The unified tax credit 
= Gift tax due on current year’s taxable gifts 
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b. The Estate Tax 
Gross estate 


— Deductions allowed (e.g., charitable bequests, marital deduction) 


= Taxable estate 


+ Post-1976 taxable gifts 
= Tax base 


Tentative tax on tax base (see Appendix A) 
— Unified transfer tax on post-1976 taxable gifts (paid or deemed paid) 
— Tax credits, including: unified tax credit, state death.tax credit, credit for certain 


gift taxes actually paid on post-1976 taxable gifts 
= Estate tax due 


B. Valuation for Estate and Gift Tax Purposes 
1. The fair market value of property on the date of transfer is generally the amount subject to the gift or 
estate tax. 
2. Anestate may elect the alternate valuation date if: 
a. the estate is required to file an Estate Tax Return (Form 706), and 
b. the election would decrease both the value of the gross estate and the estate tax liability. 
3. Ifthe alternate valuation date is properly elected, all property is valued either six months after the date 
of death or on the date of disposition, whichever is earlier. 
C. Key Property Concepts 
1. Undivided ownership 
a. Joint tenants and tenants by the entirety have rights of survivorship. 
b. Tenants in common or community property interests held by the decedent at death will pass to the 
estate or heirs. 
2. Partial interests: interests in assets divided as to rights to either the income or principal. 


II. THE FEDERAL GIFT TAX 
A. General Considerations 
1. Under state law, for a gift to be complete, the following conditions must be present. 
a. A donor must be competent to make the gift. 
b. A donee must be capable of receiving and possessing the gifted property. 
c. Donative intent on behalf of the donor must be present. 
d. Actual or constructive delivery of the property to the donee or donee’s representative must have 
been accomplished. 
'e. Acceptance of the gift by the donee must have occurred. 
2. Incomplete transfers (e.g., when transferor retains the right to reclaim the property) are not covered by 
_ the Federal gift tax. 
3. Gifts are unlikely to occur in a business setting. 
4. Certain transfers are exempt from the Federal gift tax, including: 
a. transfers to political organizations. ; 
b. payments made on another’s behalf for tuition and medical care, if made directly to the provider 
(e.g., college, doctor, hospital). 
B. Transfers Subject to the Gift Tax 
1. Gift Loans 
a. A gift loan is any below-market interest rate loan where foregone interest is in the nature of a gift. 
Under the Code, the lender has given a gift and has received interest income; the borrower has 
received a gift and may have an interest expense deduction. 
b. The gross gift is calculated as the difference between actual interest charged and the market rate of 
interest (the interest element). : 
c. Special limitations apply if the gift loan does not exceed $100,000 (unless tax avoidance is a 
principal purpose of the loan). 
If the borrower’s net investment income does not exceed $1,000, the interest element is disregarded. 
2. Ifthe borrower’s net investment income is $1,000 or more, the interest income element may not exceed 
the borrower’s net investment income. 
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3. Generally, the settlement of certain marital rights is subject to the Federal gift tax. However, settlement 
of marital or property rights is not subject to the Federal gift tax when: 
a. a written agreement between spouses is executed and 
b. a final divorce is obtained within the three-year period beginning on the date one year before such 
agreement is entered into. 
C. Disclaimers 
1. A disclaimer is a formal refusal by a person to accept property that is designated to pass to him or her. 
2. The effect of the disclaimer is to pass the property to someone else, thereby avoiding the transfer tax 
payment. 
3. The requirements of Code Section 2518 must be met to avoid the Federal gift tax. 
D. Annual Exclusion 
1. The first $13,000 ($12,000 from 2006 to 2008) of gifts made to any one person during any calendar 
year are excluded from the gift tax (i.e., not included in total taxable gifts). 
2. The exclusion does not apply to future interests in property (an interest that will come into being at 
some point in the future). 
3. Fora gift in trust, the annual exclusion applies to each beneficiary of the trust. 
E. An exception to the future interest rule applies to gifts to minors. A gift to a minor is considered a gift of a 
present interest (i.e., not a future interest) if all of the following conditions are met: 
1. Both the property and its income may be expended by or for the benefit of the minor before the minor 
attains the age of 21. 
2. Ifthe property is not expended, it will pass to the minor once the minor reaches the age of 21. 
3. Ifthe minor dies before reaching the age of 21, the property will pass either to the minor’s estate or as 
the minor may designate under a general power of appointment. 
F. Deductions 
1. A deduction is allowed for transfers to certain qualified charitable organizations. 
2. A marital deduction may be available for transfers between spouses. 
G. Computing the Federal Gift Tax 
1. The top rate for the unified transfer tax rate was reduced to 45 percent in 2007 (see Appendix A). 
2. The unified transfer rate schedule applies to all transfers (by gift or death) after 1976. 
3. A “deemed paid adjustment” is allowed on all pre-1977 taxable gifts. 
4. Married couples can utilize gift splitting to minimize gift tax consequences. Both spouses must indicate 
their consent to split gifts on their separate gift tax returns (Form 709). 
H. Procedural Matters. 
1. Form 709 must be filed whenever the gifts to one person for one calendar year exceed the annual 
exclusion or involve a gift of a future interest. 
2. A Form 709 is not required for transfers between spouses that are offset by the unlimited marital 
deduction (regardless of the transfer amount). 
3. The gift tax return must be filed by April 15 following the year of the gift. 


Ill. THE FEDERAL ESTATE TAX 
A. The Gross Estate 

1. The gross estate is composed of the value of all property owned by the decedent at the time of death. 
The nature of the property has no significance for estate tax purposes. 

2. Certain gifts made within three years of death are included in the gross estate. Examples include: 

a. any gift tax paid on gifts made within 3 years of death. 

b. acompleted transfer of a property interest transferred by gift within 3 years of death, where such 
property interest would have been included in the decedent’s gross estate because the donor 
retained rights in the interest. Examples include: 

1. aretained life estate. 
2. arevocable transfer. 
3. life insurance. 

3. The value of any property transferred by the deceased during lifetime for less than adequate 
consideration is included in the gross estate if either of the following was retained (a retained life 
interest): 

a. The possession or enjoyment of, or the right to the income from, the property. 

b. The right to designate the person(s) who possess, or receive income from, the property. 
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The value of property interests transferred by the decedent are included in the gross estate if the 

decedent maintained the power to alter, amend, revoke or terminate the transfer (a revocable transfer). 

Survivorship annuities are included in the gross estate. In general, the amount included in the estate is 

the cost of a comparable annuity covering the survivor at his or her age on the date of the deceased 

annuitant’s death. 

Certain property held in joint tenancy is included in the decedent’s gross estate unless (and to the - 

extent) it can be proved that the surviving co-owners contributed to the cost of the property. 

a. Funds received as a gift from the deceased co-owner and applied to the cost cannot be counted as 
funds provided by a surviving co-owner. 

b. For married persons, one-half of the value of the property is included in the gross estate of the 
spouse who dies first. 

In joint ownership cases, where there is equal ownership but disproportionate contributions to the cost 

of the property, generally a gift has been made. 

a. Fora joint bank account, a gift occurs only when the noncontributing party withdraws funds 
provided by the other joint tenant, 

b. For U.S. savings bonds, a gift occurs when the noncontributing party uses some or all of the 
proceeds for his or her individual use. 

Property over which the decedent possessed a general power of appointment is included in the gross 

estate. 

Life insurance proceeds on the decedent’s life are included in the gross estate if: 

a. they are receivable by the estate, 

b. they are receivable by another for the benefit of the estate, or 

c. the decedent possessed an incident of ownership in the policy. 


B. Taxable Estate 
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Deductions are allowed for certain expenses, indebtedness, and taxes, including: 

a. funeral expenses. 

b. expenses incurred in administering property (e.g., attorney fees, accountant fees, court costs, selling 

expenses). 

unpaid mortgages and other charges. 

d. claims against the estate (e.g., property taxes accrued before the decedent’s death, unpaid income 

and gift taxes until date of death). 

e. state death taxes. 

Casualty or theft losses incurred while administering the estate may be deducted. 

Deductions are allowed for charitable transfers to: 

a. the United States or any of its political subdivisions. 

b. any corporation or association organized and operated exclusively for religious, charitable, 
scientific, literary, or educational purposes. 

c. various veterans’ organizations. 

A marital deduction is allowed property included in the decedent’s gross estate and that passes (or has 

passed to) the surviving spouse. 

a. The deduction includes any interest received as: 

1. the decedent’s heir. 

2. the decedent’s surviving tenant by the entirety or joint tenant. 

3. the appointee under the decedent’s exercise, lapse or release of a general power of 
appointment. 

4. the beneficiary of insurance on the life of the decedent. 

b. Certain interests passing from the deceased spouse to the surviving spouse will not qualify for the 
marital deduction. ; 

1. A terminable interest (one that terminates after the passage of time) will not qualify if another 
interest in the same property passed from the decedent to a person other than the spouse. 

2. The terminable interest rule can be avoided if the surviving spouse is granted a general power 
of appointment over the property. 

3. A qualified terminable interest property (QTIP) qualifies for the marital deduction. A QTIP 
exists if the person is entitled to a specific portion of the property’s income for life and no 
person has a power to appoint any part of the property to a person other than the surviving 
spouse. 


State and local death taxes paid by the estate are allowed as deductions from the gross estate in arriving a 
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_at the taxable estate. This deduction replaced the former credit for state death taxes. 
Computing the Federal Estate Tax 
1. Determine the taxable estate. 
2. Add post-1976 taxable gifts. 
3. Compute the tentative tax. 
4. Subtract available estate tax credits. 
Estate Tax Credits 
1. The unified tax credit reduces the tentative estate tax ($1,455,800 in 2009; see Table 18.1). An 
adjustment to the unified tax credit is necessary if any portion of the specific exemption was utilized on 

gifts made after September 8, 1976, and before January 1, 1977 (see Appendix A). 

2. The limited credit for state death taxes paid was eliminated in 2005 and replaced by a deduction for 
state death taxes paid. 

3. Ifadecedent received property from an estate and the estate paid taxes on the transfer, a credit may be 
available. 

a. The transfer must have occurred within the 10 year period before the decedent’s death. 

b. The credit is limited to the lesser of: 

1. The amount of the Federal estate tax attributable to the transferred property in the transferor’s 
estate, 

2. The amount of the Federal estate tax attributable to the transferred property in the decedent’s 
estate. 

c. The credit is allowed in full if the transferor died within two years of the decedent. The credit 
phases-out as the length of time increases (80% if transferor died three or four years prior to 
decedent; 60% if within five or six years; 40% if within seven or eight years; 20% if within nine or 
ten years) 

4. A credit is allowed for foreign death taxes paid. The credit is limited to the lesser of: 

a. The amount of the foreign death tax attributable to the property situated in the country imposing the 
tax and included in the decedent’s Federal gross estate, 

b. The amount of the Federal estate tax attributable to the property. 

Procedural Matters 

1. Ifrequired, the Federal estate tax return (Form 706) is due nine months after the date of death. 

2. An automatic six-month extension of time to file the estate tax return is available. 

3. Filing requirements parallel the exclusion amounts of the unified tax credit available for each year (see 

Table 18.1). 


THE GENERATION SKIPPING TRANSFER TAX (GSTT) 


A. 
B. 


C. 


The GSTT is imposed when a younger generation is bypassed in favor of a transfer to a later generation. 
The GSTT applies to lifetime transfers by gift and to transfers by death. The tax rate imposed is the highest 
rate under the gift and estate tax schedule (45% in 2007 through 2009). 

Every grantor is allowed a GSTT exemption ($3,500,000 in 2009; $2,000,000 in 2006 through 2008). 
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TEST FOR SELF-EVALUATION—CHAPTER 18 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


T F 1. Mr. Goulart, a U.S. resident alien, died on July 1, 2009. As the executor of the estate, you must file an estate 
tax return if the value of the gross estate at the date of death was $1,500,000 or more. 


T FF 2. During 2009, Bethany gave $5,000 to her mother; $6,000 to her father; and $3,000 to her aunt. Bethany 
must file Form 709 (United States Gift (and Generation Skipping Transfer Tax) Return). 


T F 3. In January 2009, Jon gave an interest free loan of $15,000 to his son so that he could buy a boat. His son 
repaid the entire $15,000 in December 2009. In addition, Jon gave other gifts to his son during 2009 totaling 
$85,000. Jon must include an amount for the forgone interest on the boat loan on his gift tax return for 2009. 


T F 4. Mr. Hodges, a U.S. citizen, died on August 1, 2009 and left a gross estate on that date valued at $3,800,000. 
As the personal representative of the estate, you must file Form 706 (United States Estate (and Generation- 
Skipping Transfer) Tax Return). 


T F 5. The gross estate includes property owned by a decedent at the time of his death and transferred by will or 
intestacy laws. 


T F 6. Taxable gifts for the current year are total gifts for the current year reduced by the cumulative number and 
amount of applicable annual exclusions, the charitable deduction and the marital deduction. 


T F- 7. Anextension of time to file an income tax return for any tax year that is a calendar year automatically 
extends the time for filing the annual gift tax return for that calendar year until the extended due date of the 
income tax return. 


T F 8. Herman, as executor of the estate of his deceased father, must sell his father’s house to make distributions to 
all beneficiaries. Herman pays $9,000 to paint and carpet the house to enhance its marketability. The $9,000 


Herman pays is deductible from the gross estate to compute the taxable estate. 


T F 9. Ifthe alternate valuation method is elected in valuing the decedent’s property, any property not disposed of 
within 6 months after the decedent’s death is valued as of 6 months after the date of the decedent’s death. 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


i. A transfer subject to the Federal gift tax is a transfer of property from one person to another for less than. 
and consideration in money or money’s worth. 
ee The Federal gift tax is in effect. 
ce The deductions and exclusions which are allowed in arriving at the taxable gifts are : 
, and 
4. Gift splitting must be between 
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Ss The comprises all property which is subject to the Federal estate tax. 

6. is a right that a surviving husband has in his decéased wife’s property. 

a An is defined as “one or more payments extending over a period of time.” 

8. The three things that can happen to a power of appointment are : , and 
9. Powers of appointment fall into two categories: power of appointment and 


power of appointment. 


10. A power of appointment is one in which the decedent could have appointed himself, his 
creditors, his estate, or the creditors of his estate. 


Li. The Federal estate tax is imposed on the decedent’s right to at death. 


Multiple Choice 


Choose the best answer for each of the following questions. 


1. Eileen, a U.S. citizen, died on June 28, 2009. The value of her gross estate as of the date of death was 
determined to be in excess of $2,000,000. Without regard to extensions, what is the due date of Form 706 
(United States Estate (and Generation Skipping Transfer) Tax Return)? 


a. September 15, 2009 
b. December 31, 2009 
c. March 28, 2010 

d. June 30, 2010 


2. Form 706 (United States Estate (and Generation Skipping Transfer) Tax Return) was filed for the estate of 
Erik Cage in 2009. The gross estate tax was $350,000. All of the following items are credited against the 
gross estate tax to determine the net estate tax payable, except: 


a. Marital deduction. 
b. Credit for gift taxes deemed payable on post-1976 taxable gifts. 
c. Unified Transfer Tax Credit. 
d. All of the above items are credited against the gross estate tax. 
3. Nancy’s books and records reflect a number of transactions for 2009. Which of the following transactions 
would require filing Form 709 (United States Gift (and Generation Skipping Transfer) Tax Return)? 


a. Gratuitously transferred a vehicle with a fair market value of $20,000 to her fiancé a month before they 
were married. 


b. Donated $13,000 to a qualified political organization. 
Paid $20,000 to St. Francis Hospital for her aunt’s unreimbursed medical expenses. 
Paid $11,000 to State University for her brother’s tuition. 
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. All of the following statements concerning gift-splitting are true except: 


a. To qualify for gift-splitting, a couple must be married at the time the gift is made to a third party. ~ 
b. Both spouses must consent to the use of gift-splitting. 


c. For gift tax purposes, a husband and wife must file a joint income tax return to qualify for the gift- 
splitting benefits. 

d. The annual gift tax exclusion allows spouses who consent to split their gifts to transfer up to $24,000 to 
any one person during any calendar year without gift tax liability, if the gift qualifies as a present 
interest. 


. Listed below are gifts Joan made during 2009: 


Gift to a nonprofit home for the underprivileged $28,000 
Gift to her daughter 13,000 
Contributions to an historical museum 13,000 
Gift to her spouse 43,000 


What is the amount of taxable gifts to be reported on Form 709? 
a. $0 

b. $38,000 
c. $45,000 
d. $71,000 


. What amount of a decedent’s taxable estate is effectively tax-free if the maximum unified estate and gift tax 


credit is taken in 2009? 
a. $13,000 

b. $555,800 

c. $2,000,000 

d. $3,500,000 


. On June 15, 2009, Marlo made a transfer by gift in an amount sufficient to require the filing of a gift tax 


return. If Marlo does not request an extension of time for filing the 2009 gift tax return, the due date for 
filing is: 

a. December 31, 2009 

b. March 15, 2010 

e. April 15,2010 

d. June 15,2010 


. For transfers by gift during 2009, one must file a gift tax return for which of the following? 


a. a transfer of $18,000 to a son for which one’s spouse has agreed to gift-splitting. 

b. A qualified transfer for educational or medical expenses. 

c. A transfer of a present interest in property that.is not more than the annual exclusion. 
d. A transfer to one’s spouse that qualified for the unlimited marital deduction. 


. Valerie and Dino, who were married in 1998, made a gift to their son Michael on January 2, 2009. In July 


2009, Valerie and Dino were legally divorced. Valerie married Scott on December 20, 2009. Which answer 
below best describes this situation? 


a. The gift-splitting benefits are available to Valerie and Dino if Valerie consents. 

b. The gift-splitting benefits are NOT available to Valerie and Dino because they were divorced in 2009. 
c. The gift-splitting benefits are NOT available to Valerie and Dino because Valerie remarried in 2009. 
d 


The gift-splitting benefits ARE available to Valerie and Dino because they were married at the time the 
gift was made. 
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10. Jason died on October 1, 2009. The alternate valuation method was not elected. The assets in his estate were 
valued as of the date of death as follows: 


Home $300,000 
Car 20,000 
Stocks, bonds, and savings 250,000 
Jewelry 50,000 
Dividends declared July 1, 2009, not paid as of October 1, 2009 1,000 
Accrued interest on savings as of October 1, 2009 6,500 


What is the amount of Jason’s gross estate? 


a. $570,000 
b. $620,000 
c. $621,000 
d. $627,500 


11. Ellie died on June 15, 2009. The assets in her estate were valued on the date of her death and the alternate 
valuation date, respectively, as follows: 


Stock 


The executor sold the home on August 1, 2009, for $275,000. If Ellie’s executor elects the alternate 
valuation date method, what is the value of Ellie’s estate? 


a. $895,000 

b. $945,000 

c. $950,000 

d. $970,000 

______ 12. Chris, who is single and a U.S. citizen, made the following gifts in 2009: 

Cash to nephew $100,000 
Cash to sister 100,000 
Property to brother 200,000 
Cash to local university building fund 100,000 

Chris had not made any gifts in prior years. What is the amount of taxable gifts? 

a. $348,000 

b. $400,000 

c. $448,000 

d. $500,000 


13. In 2009, Linda gave her daughter a gift of land that had a fair market value of $1,675,000. She made no gifts 
in years 1986 through 2008. In 1985, she used $121,800 of her unified credit to offset gift tax otherwise due. 
What amount of unified credit can Linda use to offset gift tax due on the 2009 gift? 


a. $1,455,800 


b. $1,334,000 
c. $780,800 
d. $13,000 
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14. During 2009, Wellington made the following gifts: 


Cash to son (Willis) . $ 42,000 
Land to wife (Paula) 100,000 
Painting to niece (Marlene) 16,000 


Wellington and Paula elect gift-splitting. Paula’s only gift in 2009 was a $52,000 cash gift to her mother. 
What is the amount of the taxable gifts to be reported by Wellington in 2009? 


a. $16,000 
b. $34,000 
c. $156,000 
d. $210,000 


15. All of the following provisions with respect to the election of the alternate valuation method for property _ 
included in the decedent’s gross estate are correct except: 


a. The election must be made on a return filed within one year of the due date, including extensions, for 
filing the return. 


b. The election may be changed after filing the return by filing an amended return. 

c. The election may be made only if it will decrease the value of the gross estate and the sum of the estate 
tax and the generation skipping transfer tax (reduced by any allowable credits). 

d. The election applies to all of the property in the estate and does not preclude you from electing the 
special-use valuation for qualified real property. 
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SOLUTIONS TO CHAPTER 18 QUESTIONS 


True or False 


i 


F (p. 18—7; Mr. Goulart is a resident alien of the U.S; thus, the executor of Mr. Goulart’s estate must file an 
estate tax return (Form 706) if Mr. Goulart’s gross estate is more than the exemption equivalent amount of 
$3,500,000 for 2009, assuming the amount of post-1976 adjusted taxable gifts is zero) 

F (p. 18-14; the annual gift tax exclusion is $13,000 per donee; each gift is less than or equal to this amount; 
Bethany does not have to file a gift tax return (Form 709) for calendar year 2009) 

T (p. 18-12; Jon’s interest free loan to his son exceeds $13,000; thus, Jon is deemed to have made a gift of the 
foregone interest to his son, which is computed based upon a statutory rate of interest) 

T (p. 18-7; the value of Mr. Hodges’ gross estate exceeds the $3,500,000 exclusion amount for 2009) 

T (p. 18-20; the gross estate incorporates the value of all interests in property that are transferred by reason of 
the decedent’s death; interests in property that are included in the gross estate are described in IRC §§2033 
through 2044) 

T (p. 18-4; total taxable gifts are gross gifts for the current period less the cumulative value of all applicable 
annual exclusions less the marital deduction less the charitable deduction) 

T (p. 18-18; the due date for the filing of Form 709 is April 15 of the year following the year of taxable transfer. 
However, an automatic or approved extension for the filing of the same year’s calendar Federal income tax 
return automatically extends the due date of the gift tax return until the extended due date of the Federal income 
tax return) 

F (p. 18-31; the expense is not an administrative expense under §2054 since the painting and carpeting expense 
was not necessarily incurred to sell the house) 

T (p. 18-8; the valuation of the gross estate is generally measured as of the date of the decedent’s death; 
however, under §2032, the executor (administrator) may elect the Alternate Valuation Date (up to 6 months after 
the decedent’s death) as the date upon which an interest in property included in the gross estate is valued) 


Fill in the Blanks 


ie 


23 


full; adequate (p. 18—3; the Federal gift tax is an excise tax that applies to certain transfers of property, where 
property is transferred for less than a full and adequate consideration in money or money’s worth) 

cumulative (p. 18—5; the Federal gift tax is an excise tax that applies to certain transfers of property. The tax is 
calculated by applying a progressive tax rate structure to the cumulative value of such property transferred 
during life) 

charitable deductions; marital deductions; annual exclusions (p. 18-6; total taxable gifts are gross gifts for the 
current period less the cumulative value of all applicable annual exclusions less the marital deduction less the 
charitable deduction) 

married persons (p. 18-17; effective utilization of the annual exclusion can be accomplished by having the 
husband and wife elect to gift split under §2513) 

gross estate (p. 18-20; the gross estate incorporates the value of all interests in property that are transferred by 
reason of the decedent’s death) 

curtesy (p. 18-21; curtesy is the interest in real property owned by the wife during marriage that arises in the 
husband upon the death of his wife) 

annuity (p. 18-24; an annuity is a fixed sum payable to a person either for a fixed term (term annuity) or for life 
(life annuity)) 

exercise; lapse; release (p. 18-28; the holder of a power of appointment may cause such power to be exercised 
(to execute the terms of the power), to lapse (the failure to execute a right during a period of time because of the 
occurrence or nonoccurrence of an event), or to be released (the voluntary abandonment of a right) 

general; special (p. 18-27; under Reg. §20.2041-1(c)(1), a general power of appointment is any power of 
appointment that is exercisable in favor of the decedent, his estate, his creditors or the creditors of his estate; a 
special power of appointment is any power of appointment if by its terms it is either exercisable only in favor of 
one or more designated persons (or classes of persons) or limited by an ascertainable standard) 
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10. general (p. 18-27; see above) 
i pass property (p. 18-3; the Federal estate tax is an excise tax that applies to transfers of property by reason of a 
decedent’s death) 


Multiple Choice 


ik c (p. 18-41; the estate tax return is due 9 months after the date of death; Eileen’s estate tax return is due on 
March 28, 2010 (9 months after the date of her death of June 28, 2009)) 

2 a (p. 18-32; the marital deduction reduces the gross estate; it is not a credit against the estate tax) 

3 a (p. 18-11; Nancy’s transfer of property to her fiancé is subject to the gift tax; Nancy’s fiancé is not her spouse 
and the $20,000 value exceeds the $13,000 annual exclusion; the other transfers are specifically excluded from 
the gift tax) 

4. c (p. 18-16; filing a joint income tax return is not a requirement to gift split) 


Si a (p. 18-6; gross gifts of $97,000 ($28,000 + $13,000 + $13,000 + $43,000) less the cumulative value of all 
applicable annual exclusions ($52,000 ($13,000 X 4)) less the marital deduction ($30,000) less the charitable 
deduction ($15,000) equals total taxable gifts ($ -0-)) 

6. d (p. 18-7; the estate tax return (Form 706) must be filed by the decedent’s representative for decedents dying in 
a particular year with a gross estate of more than the applicable exclusion amount ($3,500,000 in 2009)), 

fé c (p. 18-17; April 15 of the following year) 


8. a(p. 18-18; both spouses must individually file a gift tax return so that each spouse may elect and consent to gift 
splitting; each of the other items does not require the filing of a gift tax return) 

9. c (p. 18-20; the remarriage of Valerie in 2009 (the year of the transfer) precludes Valerie and Dino from gift 
splitting) 


10. d(p. 18-19; gross estate includes all property owned at death; $300,000 + $20,000 + $250,000 + $50,00 
+ $1,000 + $6,500 = $627,500) 

Jk. c (p. 18-8; Ellie’s gross estate is $950,000 ($275,000 (value of home when sold) + $450,000 + $125,000 
+ $100,000)) 

he: a(p. 18-6; gross gifts of $500,000 ($100,000 + $100,000 + $200,000 + $100,000) less the cumulative value of 
all applicable annual exclusions ($52,000 ($13,000 X 4)) less the charitable deduction ($100,000) equals total 
taxable gifts for 2009 ($348,000)) 


13) b (p. 18-7; the 2009 unified transfer tax credit is $1,455,800 and the unified transfer credit available is 
$1,334,000 ($1,455,800 — $121,800)). 
14. a(p. 18-17; assuming Wellington and Paula elect to gift splitting, the amount of Wellington’s taxable gifts for 


2009 is $16,000 (gross gifts of $155,000 ($42,000/2 + $100,000 + $16,000/2 + $52,000/2) less the cumulative 
value of all applicable annual exclusions ($52,000 ($13,000 X 4)) less the marital deduction ($87,000)) 
LS: b (p. 18—8; the alternate valuation date, once elected, is irrevocable) 


CHAPTER 19 


Family Tax Planning 


LEARNING OBJECTIVES 


After completing Chapter 19, you should be able to: 


SS hee ON) alah NS ieee 


Use various established concepts in carrying out the valuation process. 

Apply the special use valuation method in appropriate situations. 

Identify problems involved in valuing an interest in a closely held business. 
Compare the income tax basis rules apply to property received by gift and by death. 
Plan gifts so as to minimize gift taxes and avoid estate taxes. 

Make gifts so as to avoid income taxes for the donor. 

Reduce probate costs in the administration of an estate. 

Apply procedures to reduce estate tax consequences. 

Obtain liquidity for an estate. 


KEY TERMS 


Blockage rule Entity buy-sell agreement Special use value 
Buy-sell agreement Estate freeze Step-down in basis 
Conservation easements Living trust Step-up in basis 
Cross-purchase buy-sell agreement Probate costs 


OUTLINE 


fF VALUATION CONCEPTS 
A. Valuation in General 


i 


2: 
3i 


4. 


Fair Market Value (FMV) is “the price at which property would change hands between a willing buyer 
and a willing seller, neither being under any compulsion to buy or sell and both having reasonable 
knowledge of relevant facts.” 

FMV is not determined by a forced sale price. 

FMV is not determined by the sale price of the item in a market other than that in which the item is 
most commonly sold to the public. 

FMV is based on what the general public would pay; thus, sentiment should not play a part in its 
determination. 


B. Valuation of Specific Assets 


l. 


Stocks and bonds that are: 

a. traded on valuation date: mean between highest and lowest quoted prices on that date. 

b. recently traded: the inverse weighted-average of the mean between the highest and lowest prices 
quoted on the nearest dates before and after the valuation date. 

Notes receivable 

a. Receivables are generally valued at unpaid principal plus accrued interest. 

b. However, a lower value may be established due to: 
1. a low interest rate. 
2. distant maturity date. 
3. proof of entire or partial worthlessness. 

Insurance policies and annuity contracts 

a. The value of a life insurance policy on the life of a person other than the decedent, or the value of 
an annuity contract issued by a company regularly engaged in selling annuities, is the cost of a 
comparable contract. 

b. For noncommercial annuity contracts, special tables are issued by the IRS to assist in the 
determination of FMV. 

Life estates, terms for years, reversions, and remainders involve using IRS tables to assist in the 

determination of FMV. . 
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C. Real Estate and the Special Use Valuation Method 

1. Section 2032A permits an executor to elect to value certain classes of real estate at “current” use value, 
rather than “best” use value. The election is intended to protect heirs from having to sell a portion of a 
business to pay estate taxes. 

2. The special use valuation procedure permits a reduction of no more than $1,000,000 in 2010 and 2009 
($960,000 in 2008). 

3. All ofthe following conditions must be satisfied. 

a. Atleast 50% of the adjusted value of the gross estate must consist of real or personal property 
devoted to the qualifying use (used in farming or a closely held business). 

b. At least 25% of the adjusted value of the gross estate must consist of the real property devoted to 
qualifying use, where qualifying property is considered at its “most suitable use” value for 
purposes of the 25% and 50% tests. 

For both the 50% and 25% tests, qualifying property is considered at its “most suitable use” value. 
. A qualifying heir of the decedent is the recipient of qualifying property. 

e. The real property has been owned by the decedent or the decedent’s family for five out of the eight 
years ending on date of decedent’s death, and the property was being used for its qualifying 
purpose during that period. 

f. The decedent or a member of his family has participated materially in the operation of the 
qualifying purpose during the qualifying period. 

4. Estate tax savings are recaptured from the heir if the property is sold or withdrawn from its qualifying 
use within 10 years. 

D. Valuation Problems With a Closely Held Business 

1. Goodwill may be present if the corporation’s past earnings are higher than usual for the industry. 

2. A discounted valuation may be justified if a minority interest is involved and the corporation has a poor 
dividend paying record. 

3. The “blockage rule” permits a discount from the amount at which smaller lots are selling recognizing 
that, when a controlling interest is held, the per unit value may fall if a large block of shares are 
marketed at one time. 

4. A discount may be recognized for lack of marketability of shares not traded in a market. 

5. Buy-Sell Agreements and Valuation 
a. The main objective of a buy-sell agreement is to transfer a business without the risk of outsiders 

taking control. There are two types of buy-sell agreements: entity and cross-exchange agreements. 
In an entity buy-sell agreement, the business buys the interest of the withdrawing owner. 

c. Inacross-purchase buy/sell agreement, the surviving owners buy out the withdrawing owner. 

d. The purchase price will be included in the deceased owner’s estate and will control for valuation 
purposes if: 

1. the price is the result of a bona fide business agreement. 

2. the agreement is not a device to transfer property to family members. 

3. the agreement is comparable to other arrangements entered into by persons dealing at arm’s 
length. 

6. Estate freezes are attempts by closely held corporation owners to maintain control over their business 
while minimizing estate tax consequences. The owners retain preferred stock and give common stock to 
family members. Under current law, this technique will not be successful as the full value of the 
business is attached to the common stock given away. 

7. Family limited partnerships have become popular as tools to minimize estate tax consequences. Here, a 
partnership is formed to hold the stock of a closely held corporation. The owners are general partners, 
and make gifts of limited partnership interests to their children or grandchildren. 


a9 


II. INCOME TAX CONCEPTS 
A. Basis of Property Acquired by Gift 
1. Basis determination depends upon when the gift was made and whether the property was subsequently 

sold for a gain or loss. 

a. After 1920 and before 1977 
1. Basis for gain is the donor’s adjusted basis plus any gift tax paid. 

- 2. Basis for gain cannot be higher than FMV on the date of the gift. 

3. Basis for loss is the lower si the basis for gain or the FMV at the date of the gift. 

b. After 1976 - 
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1. Basis for gain is the donor’s adjusted basis plus the gift tax attributable to any appreciation up 
to the date of the gift. 
2. Basis for loss is the lower of the gain basis or the FMV at the date of the gift. 
2. The donee’s holding period includes the holding period of the donor. 
B. Basis of Property Acquired by Death 

1. Generally property acquired from a decedent is valued at its FMV on the date of death or alternate 
valuation date and the holding period automatically qualifies as long-term. 

2. The surviving spouse’s half of community property takes the same basis as the half included in the 
deceased spouse’s gross estate. 

3. Under the Section 1014(e) exception to the FMV at valuation date rules, decedent’s basis in the 
property, determined immediately before the death of the decedent, carries over to the donor/heir of the 
property. For Section 1014(e) to apply, the following conditions must be satisfied. 

a. The decedent must have received appreciated property as a gift during the one-year period ending 
with his or her death. 
b. The property is acquired from the decedent by the donor or the donor’s spouse. 

4. Income in respect of a decedent (IRD) is income which was earned by a decedent prior to his death but 
not recognized due to his/her method of accounting. 

a. For estate tax purposes income in respect of a decedent is valued at fair market value on the 
valuation date. 

b. For income tax purposes, the decedent’s basis in IRD and the character of such IRD, determined 
immediately before the death of the decedent carries over to the estate or heirs. 


III. GIFT PLANNING 

A. A plan of lifetime giving can minimize transfer taxes and income taxes through use of the annual 
exclusion by spacing gifts over several years and/or making successive gifts of partial interests to 
effect the transfer of real property. 

B. Gifts of property expected to appreciate in value effectively remove subsequent appreciation from the 
donor’s gross estate. 

C. Lifetime gifts may also minimize state gift/death taxes. 

D. Transferring income-producing assets from high-bracket taxpayers to low-bracket taxpayers can minimize 
income taxes for the family unit. 


IV. ESTATE PLANNING 
A. Estate planning considers both the nontax and tax aspects of death. 
B. An estate plan should consider reducing the probate estate through: 
1. holding property in joint ownership with rights of survivorship. 
2. naming a life insurance beneficiary other than the estate. 
3. using a revocable living trust which at death becomes irrevocable. 

C. Estate taxes can be reduced either by decreasing the size of the gross estate or increasing the total allowable 
deductions. The lower the taxable estate, the less estate tax is generated. The following items should be 
considered: 

1. Making proper use of the marital deduction. 

2. Working effectively with the charitable deduction. 

3. Taking advantage of the bypass amount. 

4. Optimizing other deductions and losses allowed under §2053 and §2054. 

D. The liquidity of an estate is often strained between the date of death and the final disposition of the estate 
assets: The following should be considered for purposes of estate liquidity: 
1. Life insurance payable to the estate. 

2. Acarefully drawn will. 
3. The judicious use of trust arrangements. 
4. Qualifying for the extension of time for the payment of death taxes. 
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TEST FOR SELF-EVALUATION—CHAPTER 19 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 


T 


E 


1. 


i) 


If a Federal estate tax return does not have to be filed, an individual’s basis in inherited property is the 
property’s adjusted basis to the decedent at the date of death. 


When a taxpayer dies, no gain is reported on depreciable personal property or real property that is 
transferred to his or her estate or beneficiary. 


On February 1, 2009, John Smith, a cash basis taxpayer, sold his machine for $5,000, payable March 1, 
2009. His adjusted basis in the machine was $4,000. Mr. Smith died on February 15, 2009, before receiving 
payment. The gain to be reported as income in respect of the decedent is $1,000 (the difference between the 
decedent’s basis in the property and sales proceeds). 


There are provisions that allow additional time for paying the estate tax. The usual extension of time to pay 
is up to 12 months from the date the payment is due. However, if you can show reasonable cause why it is 
impractical for you to pay the full amount of the tax due on the due date, the IRS may extend the time for 
payment up to 10 years. 


Generally, any income generated by the property after the owner’s death must be accounted for separately. 


Generally, the income tax basis of property acquired from a person who died will be its fair market value on 
the date of death, or, if elected, on the alternate valuation date. 


As it is possible to have a “step-up” in basis, it is also possible to have a “step-down” in basis for property 
received as the result of a death transfer. 


When income must be included in both the decedent’s gross income and gross estate, the individual is 
allowed a credit on his final income tax return in order to avoid double taxation. 


To determine your basis in the property you receive as a gift, it is sometimes necessary to add all or part of 
the gift tax paid on the property. 


The only importance in properly determining the value of property is to correctly compute the possible gift 
or estate tax. 


Due to the conservative nature of the IRS, taxpayers are required to use wholesale prices when determining 
the value of property. 


Shares in a mutual fund should be valued at the redemption or bid price of the security. 

The value of property reflected on the estate tax return and subsequently accepted by the IRS is presumed to 
be correct; thus, any future change to that valuation by an heir requires the heir to rebut such presumption of 
correctness. 


The special valuation method allows certain classes of real estate to be valued at their “most suitable” use, 


Buy-sell agreements are useful tools in planning for estate liquidity. 


© 2011 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly accessible website, in whole or so 
(ae 


CHAPTER 19 _ Family Tax Planning 19-5 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


L, The special use valuation procedure permits a reduction in estate tax valuation of no more than 
$ 
2. To qualify for the special use valuation method, at least % of the adjusted value of the gross estate 


must consist of real or personal property devoted to a qualifying use. 


a, The concept that recognizes that the per unit value of shares may fall when a large number of shares are sold at 
one time is called the “ " 


4. To meet the requirements of Section 6166, a decedent’s interest in a farm or closely-held business must be more 
than of his or her adjusted gross estate. 


Multiple Choice 


Choose the best answer for each of the following questions. 


1. In 2008, Darryl received several acres of land from his father as a gift. At the time of the gift, the land had a 
fair market value of $85,000. The father’s adjusted basis in the land was $105,000. Two years later, Darryl 
sold the land for $90,000. No events occurred that increased or decreased Darryl’s basis in the land. What 
was Darryl’s gain or (loss) on the sale of the land? 


a. ($15,000) 
b. $5,000 

c. $20,000 
d. $0 


2. Jack received 50 shares of stock as an inheritance on July 15, 2009 from his father who died April 25, 2009. 
His father’s adjusted basis in the stock was $65,000. The stock’s fair market value on April 25, 2009 was 
$75,000. On October 25, 2009, its value was $85,000 and on the date Jack received the stock, it was 
$70,000. The alternative valuation date was not selected for filing the Federal estate tax return. Jack’s basis 
in the inherited stock is: 


a. $65,000 
b. $70,000 
c. $75,000 
d. $85,000 


3. Mr. Fitch died on December 1, 2009. The alternate valuation method was not elected. The assets in his 
estate were valued as of the date of death as follows: 


Personal assets: Home ($400,000); Car ($30,000); Jewelry ($25,000) $455,000 
Stocks, bonds, and savings 350,000 
Dividends, declared November 15, 2009, not paid as of December 1, 2009 5,000 
Accrued interest on savings as of December 1, 2009 2,500 
Life insurance (proceeds receivable by the estate) 300,000 


What is the value of Mr. Fitch’s gross estate? 
a. $1,112,500 

b. $1,110,000 

c. $1,105,000 

d. $812,500 
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Loretta died on January 20, 2009. The assets included in her estate were valued as follows: 


January 20, 2009 July 20, 2009 October 20, 2009 
House $900,000 $800,000 $ 700,000 
Stocks 850,000 600,000 1,000,000 


The executor sold the house on October 20, 2009 for $700,000. The alternative valuation date was properly 
elected. What is the value of Loretta’s gross estate? 


a. $1,750,000 
b. $1,700,000 
c. $1,400,000 
d. $1,300,000 


In 2009, Donna received land as a gift from her grandfather. At the time of the gift, the land had a fair 
market value of $80,000 and an adjusted basis of $100,000 to Donna’s grandfather. Donna’s grandfather 
paid no gift tax. One year later, Donna sold the land for $105,000. What was her gain or (loss) on this 
transaction? 


a. $5,000 
b. $15,000 
c. $20,000 


d. No gain or loss 


During 2009, Juan received a gift of property from his uncle. At the time of the gift, the property had a fair 
market value of $100,000 and an adjusted basis to his uncle of $40,000. Juan’s uncle paid a gift tax on the 
transfer of $18,000. What is Juan’s basis in the property? 


a. $40,000 
b. $50,800 
c. $60,000 
d. $128,000 


Mr. Hill inherited 1,000 shares of Pro Corporation stock from his father who died on March 8, 2009. His 
father paid $10 per share for the stock on September 1, 1975. The fair market value of the stock on the date 
of death was $50 per share. On September 8, 2009, the fair market value of the stock was $60 per share. Mr. 
Hill sold the stock for $75 a share on December 5, 2009. The estate qualified for, and the executor elected, 
the alternate valuation method. A Federal estate tax return was filed. What was Mr. Hill’s basis in the stock 
on the date of sale? 


a. $50,000 
b. $60,000 
c. $75,000 
d. $150,000 


On June 1, 2009, Kirk received a gift of income-producing real estate having a donor’s adjusted basis of 
$50,000 at the date of the gift. The fair market value of the property at the date of the gift was $40,000. Kirk 
sold the property for $46,000 on August 1, 2009. How much gain or loss should Kirk report for 2009? 


a. No gain or loss 

b. $4,000 short-term capital loss 
c. $4,000 ordinary loss 

d. $6,000 short-term capital gain 


CHAPTER 19 Family Tax Planning 19-7 


In 2009, Daniel inherited 100% of Candy Corporation’s outstanding stock from his mother. The stock had a 
fair market value of $250,000 at the date of death and was reflected on Candy’s balance sheet as: 


Cash $250,000 
Capital stock 150,000 
Accumulated earnings & profits 100,000 


Daniel immediately withdrew $50,000 out of Candy Corporation as a dividend distribution. Later in 2009, 
pursuant to a plan of liquidation, Daniel withdrew the remaining $200,000 out of Candy. For 2009, how 
much will Daniel be required to report as ordinary dividend income and capital gain or (loss)? 


Ordinary Dividend Capital Gain or (Loss) 


a. $0 $ 0 
b. $ 50,000 ($ 50,000) 
c $100,000 - ($100,000) 
d. $ 50,000 ($250,000) 


Mrs. Butler, a cash method taxpayer, died on July 31, 2009. A review of her records reflected that, as of July 
31, 2009, she had received interest of $500 and wages of $80,000. Also, on stock that she owned, an $800 
dividend was declared on June 20, 2009, and was payable on July 31, 2009. The dividend check was not 
received until August 3, 2009. What is the amount of income to be reported on Mrs. Butler’s final income 
tax return? 


a. $80,000 
b. $80,500 
c. $80,800 
d. $81,300 
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SOLUTIONS TO CHAPTER 19 QUESTIONS 


True or False 


't F (p. 19-15; under §1014, the income tax basis of property acquired from a decedent is the fair market value of 
the property on the date of the decedent’s death) 

2: T (p. 19-15; the taxpayer’s death does not trigger the realization and recognition of unrealized gains that would 
otherwise be reported on the decedent’s last income tax return) 

3. T (p. 19-17; John Smith’s estate tax return reflects an account (or note) receivable in the amount of $5,000; 


however, the income tax basis of the receivable in the hands of the estate (or heir) is $4,000; thus, when the 
estate (or heir) receives payment of $5,000 in satisfaction of the receivable, the estate (or heir) realizes and 
recognizes a gain of $1,000 (amount realized of $5,000 — adjusted basis of $4,000) as income in respect of a 
decedent) 

4. T (p. 19-30; the estate tax return (Form 706) along with any estate tax liability is due 9 months after the date of 
death; under §6161(a)(1), based on a showing of reasonable cause, the IRS may grant the executor an extension 
of time to pay the estate tax of up to 12 months from the time such tax is due; under §6161(a)(2), based on a 
showing of undue hardship, the IRS may grant the executor an extension of time to pay the estate tax of up to 19 
years from the time such tax is due) . 

at T (p. 19-4; interests in property that are included in the gross estate include receivables arising from income 
earned (but not yet paid) at the date of the decedent’s death; however, income earned post date of death is the 
income and property of either the estate or an heir—it is not reported on the decedent’s estate tax return) 

6. T (p. 19-15; the general rule is FMV on the date of death, but the estate administrator may elect to value the 
property on the alternate valuation date (six months after the date of decedent’s death or the date of distribution 
or sale of the property if earlier) 


if T (p. 19-16; the income tax basis of property acquired from a decedent is the property’s fair market value on the 
date of the decedent’s death; appreciated property gets a step-up in basis; depreciated property gets a step-down 
in basis) 

8. F (p. 19-4; the transfer tax and the income tax are separate and distinct tax systems; therefore there is no double 
taxation) 

2: T (p. 19-14; gain basis is equal to the donor’s adjusted basis immediately before the gift, increased by the 
portion of the gift tax paid (if any) that is attributable to the property’s appreciation (if any) at the time of the 
gift) 

10. F (p. 19-14, 15; it is also important for income tax purposes (e.g., basis for depreciation or later disposition) 

Il F (p. 19-2; fair market value) 

12 T (p. 19-3; the fair market value of shares in a mutual fund (open-end investment company) should be 
determined based upon such shares’ public redemption or bid price (Reg. §20.2031-8(b)) 

13: T (p. 19-18; under Rev. Rul. 54—97, if an estate tax return is filed, values attributed to interests in property as 
reflected on the estate tax return are presumed to be correct for estate tax and income tax purposes) 

14. F (p. 19-6; under Reg. §20.2031—1(b), the appropriate market for such determination is the market within which 


the interest in property is sold to the public, rather than a wholesale market or a forced sales market (i.e., the 
valuation should be based on its current best use)) . 
15; T (p. 19-10; a buy-sell agreement will generally be respected for estate tax purposes) 
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Fill in the Blanks 


_ 


$1,000,000 for 2009 (p. 19-6) 

50 (p. 19-6; in order to qualify for this special use valuation, at least 50% of the adjusted value of the gross 
estate must consist of real or personal property devoted to a family farm or closely held business) 

blockage rule (p. 19-9; the blockage rule recognizes the effect (a downward shift in the per unit price of stock) 
of the interaction of supply and demand factors when a large block of shares is offered for sale) 

35% (p. 19-30; §6166 allows an estate to pay any estate tax associated with a qualifying closely held business 
over a 15 year period; this installment payment method is allowed if the qualifying business represents more than 
35% of the adjusted gross estate) 


Multiple Choice 


L. 


10. 


d (p. 19-14; Darryl’s gain basis is $105,000 (the father’s adjusted basis immediately before the gift); Darryl’s 
loss basis is $85,000 (the lesser of either the donor’s gain basis of $105,000 or the fair market value of the 
property of $85,000 at the time of the gift); since the amount realized of $90,000 is greater than tlhe loss basis but 
less than the gain basis, no gain or loss is recognized) 

c (p. 19-15; Jack’s income tax basis for the 50 shares of stock is $75,000 (the fair market value of the stock on 
the date of Jack’s father’s death)) 

a (p. 19-2; under §2033, the gross estate includes the fair market value of all interests in property that the 
decedent owned at the time of his death ($400,000 + $30,000 + $350,000 + $25,000 + $5,000 + $2,500 = 
$812,500); under §2042, the gross estate includes the insurance proceeds receivable under policies on the life of 
the decedent ($300,000); Mr. Fitch’s gross estate is $1,112,500) 

c (p. 19-3; as the alternate valuation date was elected, the gross estate is valued on July 20, 2009 ($1,400,000); 
the subsequent sale of the house at a lesser value is of no consequence) 

a (p. 19-14; Donna’s gain basis is $100,000 (the grandfather’s adjusted basis immediately before the gift); 
Donna’s loss basis is $80,000 (the lesser of either the donor’s gain basis of $100,000 or the fair market value of 
the property of $80,000 at the time of the gift); since the amount realized of $105,000 is greater than the gain 
basis, a $50,000 gain is realized and recognized) 

b (p. 19-14; Juan’s basis in the property is $50,800 (the uncle’s adjusted basis immediately before the gift of 
$40,000 increased by the portion of the gift tax paid ($18,000) that is related to the property’s appreciation 
($60,000/$100,000) at the time of the gift) 

b (p. 19-3; Mr. Hill’s income tax basis for the 1,000 shares of stock is $60,000 (the stock’s fair market value per 
share is $60 on September Oe (the alternate valuation date)) 

a(p. 19-14; Kirk’s gain basis is $50,000 (the donor’s adjusted basis immediately before the gift); Kirk’s loss 
basis is $40,000 (the lesser of either the donor’s gain basis of $50,000 or the fair market value of the property of 
$40,000 at the time of the gift); since the amount realized of $46,000 is greater than the loss basis of $40,000 but 
less than the gain basis of $50,000, no gain or loss is recognized) 

b (p. 19-15; the $50,000 cash distribution is a dividend (ordinary income under §301); Daniel’s basis in the 


* Candy Corporation stock is $250,000 (the fair market value of the stock on the date of his mother’s death); the 


$200,000 liquidating distribution is treated as a payment in exchange for Candy Corporation stock (under §331); 
therefore, Daniel also has a realized and recognized loss of $50,000 ($200,000 less $250,000)) 

b (p. 19-17; the $800 dividend is income in respect of a decedent (it was received after the date of Mrs. Butler’s 
death); this dividend is reported by either the estate or an heir (and not reported on Mrs. Butler’s final income tax 
return); the $500 interest income and $80,000 wages were received by Mrs. Butler and must be reported on her 
final income tax return) 
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CHAPTER 20 
Income Taxation of Trusts and Estates 


LEARNING OBJECTIVES 


After completing Chapter 20, you should be able to: 

he Use working definitions with respect to trusts, estates, beneficiaries, and other parties 

a Identify the steps in determining the accounting and taxable income of a trust or estate and the related taxable 
income of the beneficiaries. 

Illustrate the uses and implications of distributable net income. 

Use the special rules that apply to trusts where the creator (grantor) of the trust retains certain rights. 

Apply the Subchapter J rules in a manner that minimizes the income taxation of trusts and estates and still 
accomplishes the intended objectives of the grantor or decedent. 


eRe ass 


KEY TERMS 


Complex trust Grantor Reversionary interest 
Corpus Grantor trust Simple trust 
Distributable net income (DNI) Income in respect of a decedent (IRD) Sprinkling trust 


Expenses in respect of a decedent 


OUTLINE 


I. AN OVERVIEW OF SUBCHAPTER J 
A. A trust refers to an arrangement created by a will or by an inter vivos declaration through which the trustee 
takes title to property for the purpose of protecting or conserving it for the benefit of named beneficiaries. 
B. Typically, three parties are involved in the creation and operation of a trust. 
1. The grantor transfers property which becomes the principal or corpus of the trust. 
2. The trustee manages the trust according to the terms of the trust document and applicable local law. 
3. The beneficiary receives the income or property from the trust. 
4. Certain trusts are not recognized for income tax purposes. 
a. Grantor trusts (where the grantor is also the trustee). 
b. Trusts where the same individual is grantor, trustee and sole beneficiary. 
C. Trusts typically have two types of beneficiaries: 
1. The beneficiary with an income interest receives the accounting income. 
2. The beneficiary with a remainder interest receives the trust property (called corpus) when the trust 
terminates. 
D. Ifthe grantor retains the remainder interest, the interest is known as a reversionary interest. 
E. Ifthe trustee can determine the timing of the income or corpus distributions, or the beneficiaries who will 
receive them, the trust is known as a sprinkling trust. 
F. Each year a trust must be classified as either simple or complex. 
1. A simple trust: 
: a. is required to distribute its entire accounting income each year. 
b. does not have a qualified charitable organization as a beneficiary. 
c. makes no distribution of corpus during the year. 
2. A complex trust is any trust that is not a simple trust. 
G. Anestate is created upon the death of every individual to: 
1. collect and conserve the decedent’s assets, 
2. satisfy the decedent’s liabilities, and 
3. distribute the remaining assets to the decedent’s heirs. 
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Il. NATURE OF TRUST AND ESTATE INCOME TAXATION 
A. The taxable income of an estate or trust is taxed to the entity (or So dealptinet lt! to the extent that each 


B. 


receives accounting income. 
Procedural Matters 
1. Form 1041, U.S. Fiduciary Income Tax Return, is used by trusts and estates. 
2. Anestate must file if it has $600 or more gross income for the tax year. 
3. A trust must file if it has $600 or more gross income and/or any taxable income. 
4. The return is due on the 15th day of the fourth month after the close of the entity’s tax year. 
Tax Accounting Periods and Methods 
An estate or trust may use many of the tax accounting methods available to individuals. 
An estate may select any fiscal year (including a calendar year). 
A trust, other than a tax-exempt trust, must use the calendar year. 
Trusts and estates having tax years ending 2 or more years after the death of the decedent are required 
to make quarterly estimated tax payments. 
Tax Rates and Personal Exemptions . 
1. Trusts and estates use a compressed tax rate schedule as compared with individuals. 
2. Tax on net capital gains is subject to the same limitations as those that apply to individuals. 
3. The alternative minimum tax may apply (but is unusual, except where the exercise of stock optiuns is 
involved). 
4. Trusts and estates are allowed a personal exemption, as follows: 
a. simple trusts: $300. 
b. complex trusts: $100. 
c. estates: $600. 


a>) CN 


Il. TAXABLE INCOME OF TRUSTS AND ESTATES 


A. 


B. 


Cy 


D. 


Trust and estate taxable income computation involves 5 steps. 
1. Determine the accounting income of the entity. 
2. Compute entity taxable income before the distribution deduction. 
3. Determine distributable net income (DNI) and the distribution deduction. 
4. Compute entity taxable income (step 2 less step 3). 
5. Allocate DNI to the beneficiaries and identify the character of such allocated amounts. 
Entity Accounting Income 
1. Accounting income is the amount that an income beneficiary of a trust or estate is eligible to receive. 
2. Accounting income may be defined in the will or trust agreement; however, if not, state law prevails. 
3. The calculation of accounting income must take into account allocations of specific items of income 
and expenditure to income or corpus. 
Gross Income 
1. Gross income of a trust or estate is determined in a manner similar to that of an individual. 
2. The basis of assets: 
a. acquired from a decedent = FMV on date of death or alternate valuation date. 
b. acquired by gift = donor’s basis. 
c. acquired by purchase = cost. . 
3. Income in respect of decedent (IRD) is included in the gross income of an estate or trust. 
a. Examples include accrued salary, interest, rent and other income that were not constructively 
received before death. 
b. Expenses related to the IRD that were not reported on the final income tax return of the decedent 
(e.g., interest and taxes) may be claimed by the recipient. 
c. The fair market value of the right to IRD is also included in the decedent's gross estate. 
Ordinary Deductions 
1. Deductions are: 
a. determined in a manner similar to that of an individual, where many deductions are sabres to the 
2% of AGI floor. 
allowed for reasonable administration expenses. 
allowed for expenses in respect of a decedent. 
d. allowed for cost recovery (§168) and domestic production activities (§199). 
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E. Deductions for Losses 
1. Eligible deductions include: 
a. casualty or theft losses not covered by insurance. 
b. NOLs, where trade or business income is generated. 
c. net capital losses that are taken into account on the fiduciary income tax return. 
F. Charitable Contributions 
1. To be eligible for deduction, the charitable contribution: 
a. must be made pursuant to the will (or trust agreement) and such amount must be reasonably 
determinable from the document. 
b. must be made to a qualified organization. 
c. generally, must be paid in the year claimed. 
2. The deduction is limited to the entity’s gross income in the year of contribution. 
G. Deductions for Distributions to Beneficiaries 
Distributable net income (DNI) is used in computing the amount of the entity’s distribution deduction. 
DNI is the maximum amount of the distribution on which the beneficiaries may be taxed. 
DNI is the maximum amount that can be used by the entity as a distribution deduction for the year. 
The composition of DNI carries over to the beneficiaries. 
The DNI computation begins by determining the entity’s taxable income before the distribution 
deduction. This amount is modified by: 
a. adding back the personal exemption. 
b. adding back net tax-exempt interest. 
c. adding back net capital losses. 
d. subtracting any net capital gains allocable to corpus. 
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LV; TAXATION OF BENEFICIARIES 
A. Distributions by Simple Trusts 
1. The maximum amount taxable is the trust’s DNI. However, since DNI may include net tax-exempt 
income, the taxable amount may be less than DNI. 
2. When there is more than one income beneficiary, the elements of DNI are apportioned ratably 
according to the amount required to be distributed. 
B. Distributions by Estates and Complex Trusts 
1. Distributions are divided into two tiers, as follows: 
a. First tier distributions: income that is required to be distributed currently, even if not distributed. 
b. Second tier distributions: all other amounts properly paid, credited, or required to be distributed. 
2. If first tier distributions exceed DNI, second tier distributions are not taxed. A pro-rata formula is used 
to allocate DNI among the first-tier beneficiaries. 


First-tier distribution to Beneficiary A S Heveticisry A's chefeat Dl 


First-tier distributions to all Beneficiaries — DNI 


3. If first tier distributions do not exceed DNI, second tier distributions are taxed to the extent of such 
excess DNI. A pro-rata formula is used to allocate DNI among second-tier beneficiaries. 


Second-tier distributions to Beneficiary A D HcteariaryA's Share GRDMI 


Second-tier distributions to all Beneficiaries — Remaining DNI 


C. Character of Income 
1. The character of income distributed retains its same character in the hands of the beneficiary. 
Distributions are treated as consisting of the same proportion as the DNI items. 
2. A special allocation is permitted to the extent required in the trust agreement (or local law) and to the 
extent that such allocation has an economic effect independent of income tax consequences. 
D. Losses in the Termination Year 
1. A negative taxable income incurred in the last year of an entity’s existence is allowed to the 
beneficiaries as a deduction from AGI. 
a. The deduction amount is in proportion to the corpus assets that each beneficiary receives. 
b. The deduction is a miscellaneous itemized deduction, subject to the 2% of AGI floor. 
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2. Carryovers of other losses (NOLs and net capital losses) flow through to the beneficiaries in the 
termination year and may be used as deductions for AGI. 

E. The Sixty-Five Day Rule 

1. Amounts paid or credited to beneficiaries in the first 65 days of the estate or trust’s tax year may be 
treated as paid on the last day of the previous year. . 
2. This allows the trustee some flexibility in timing distributions. 
V. GRANTOR TRUSTS ; 

A. The creation of a reversionary trust is subject to the Federal gift tax. If the grantor dies before the income 
interest expires, the present value of the reversionary interest will be included in his gross estate. 

B. Moreover, §674 provides that the grantor will be treated as the owner of any portion of a trust and taxed! on 
its income, if he or she retains: 
1. the beneficial enjoyment of the corpus, or 
2. the power to dispose of the trust income without the approval or consent of any adverse party. 

C. There are exceptions to the above rule that, when considered, will not cause the income to be taxed to the 
grantor. These include the power to: 
1. apply the income toward the support of the grantor’s dependents. 
2. allocate trust income or corpus among charitable beneficiaries. 
3. invade corpus on behalf of a designated beneficiary. 
4. withhold income from a beneficiary during his or her minority or disability. 
5. allocate receipts and disbursements between income and corpus. 

D. If certain administrative powers are retained by the grantor (or a nonadverse party), the income from the 
trust will be taxed to the grantor. These powers include: 
1. the power to deal with the trust income or property for less than full and adequate consideration. 
2. the power to borrow from the trust without adequate interest or security. 
3. the power to revoke the trust. 

E. A grantor is taxed on all or part of the income of a trust when, at the discretion of the grantor or a non- 


adverse party (without the consent of any adverse party), the income is or may be: 

1. distributed to the grantor (or the grantor’s spouse). 

2. accumulated for future distribution to the grantor (or the grantor’s spouse). 

3. applied to premium payments on life insurance policies on the life of the grantor (or the grantor’s 
spouse). 


CHAPTER 20 Income Taxation of Trusts and Estates 20-5 


TEST FOR SELF-EVALUATION—CHAPTER 20 


True or False 


Indicate which of the following statements is true or false by circling the correct answer. 
T F 1. Les, as executor of the estate of his deceased father, must sell his father’s house to make distributions to all 
beneficiaries. Les paid $9,000 to paint and carpet the house to enhance its marketability. The $9,000 Les 


paid is deductible from the gross estate to compute the taxable estate. 


T F 2. The beneficiaries succeeding to the estate’s property are not permitted to claim unused net operating loss 
carryovers from the estate’s last tax year. 


T F 3. A beneficiary of a complex trust must include in his taxable income the income that is required to be 
distributed only if the income is actually distributed during the tax year. 


T F 4. Ifthe estate has unused capital loss carryovers or excess deductions for its last tax year, they are allowed to 
those beneficiaries who succeed to the estate’s property. 


TF 5. A trust may be a simple trust for one year and a complex trust for another year. 


Fill in the Blanks 


Complete the following statements with the appropriate word(s) or amount(s). 


ib A trust involves three parties: a a ,anda 


fF A is the transferor of the property and the creator of the trust. 

a Beneficiaries fall into two categories: those entitled to from the trust and those entitled to 
‘the upon the expiration of the interest. 

4. The fiduciary return is due not later than the fifteenth day of the month following the close of 


the entity’s taxable year. 


ay is the maximum amount that can be used by the entity as a distribution deduction for the 
year. 

6. For estates and complex trusts, income required to be distributed currently, whether distributed or not, is 
classified as a distribution. 

7. The creation of a reversionary trust is subject to the Federal tax. 

8. When an income interest in a trust is based on a beneficiary’s life, such beneficiary is known as the 


~_ 
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Multiple Choice 


Choose the best answer for each of the following questions. 


EY 
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Joan died on August 18. All of the following statements are correct except: 


a. Joan’s death did not close the tax year of a partnership in which she was a partner before it would 
normally end. 


b. Medical expenses paid by Joan before her death are deductible on her final income tax return if 
deductions are itemized. 


c. On Joan’s final return, all income is reported on the accrual method of accounting regardless of the 
accounting method that Joan employed. 


d. Any tax credits that applied to Joan before her death may be claimed on her final income tax return. 


In which circumstance must an estate of a decedent make estimated tax payments? 

a. The estate has a tax year ending 2 or more years after the date of the decedent’s death. 

b. The estate has income in excess of $400. 

c. The estate has a first tax year that covers 12 months. 

d. None, since an estate is not required to make estimated tax payments. 

Stuart died on May 15, 2009. After his death, his estate received interest of $500, dividends of $700, salary 


of $4,000 and life insurance proceeds of $35,000. How much should Stuart’s estate include in income on its 
2009 income tax return? 


a. $40,200 
b. $36,200 
c. $5,200 
d. $1,200 


With regard to a trust, all of the following statements are correct except: 
a. A trust is a separate taxable entity. 


b. The income allocated to a beneficiary retains the same character in his hands as it had in the hands of 
the trust. - 


c. Ifincome is required to be distributed currently or is properly distributed to a beneficiary, the trust is 
regarded as a pass-through (or conduit) with respect to that income. 


d. Generally, the trust is effectively taxed on income currently distributed and on the remaining portion 
accumulated. 

A trust which is required to distribute all of its income currently, does not make a distribution other than of 

current income and does NOT make charitable contributions is called a 

a. Complex trust 

b. Simple trust 

c. Estate 

d. Totten trust 
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6. Which of the following is a characteristic of a “simple” trust? 
a. A trust in the final year of administration. 
b. A trust which is partially liquidated during the taxable year. 
c. A trust which is allowed a personal exemption of $300. 
d. A trust which distributes an amount out of corpus. 

7. Dave, the grantor, set up two irrevocable trusts, Trust D and Trust G. Trust D’s income is to be accumulated 
for distribution to Dave’s spouse after Dave’s death. Trust G’s income is to be accumulated for Dave’s 
children, whom Dave is legally obligated to support. The grantor has the discretion to use any part of the 


income for the children’s support. Half of the income was so used this year. Based on this information, 
which of the following statements is correct? 


a. None of the income from either trust is taxed to Dave. 
b. No income from Trust D is taxed to Dave and half of the income from Trust G is taxed to Dave. 
c. All the income from Trust D and half the income from Trust G are taxed to Dave. 
d. All the income from both trusts is taxed to Dave. 
8. Under terms of the will of Rick Waters, $6,000 a year is to be paid to his widow and $3,000 a year to his 
daughter out of the estate’s income during the period of administration. There are no charitable 


contributions. For the year, the estate’s distributable net income is only $6,000. How much must the widow 
and the daughter include in their gross income? 


Widow Daughter 
a. $6,000 $3,000 
b. $4,000 $2,000 
c. $3,000 $3,000 
d. $2,000 $1,000 


9. Trust C, a simple trust, has taxable interest of $8,000, tax-exempt interest of $12,000 and a short-term 
capital gain of $16,000. The trust instrument provides that capital gains are allocable to corpus. ‘There are 
two equal beneficiaries. How much gross income does each beneficiary have from Trust C? 


a. $4,000 
b. $6,000 
c. $10,000 
d. $12,000 


10. Under the terms of the trust agreement, the income of Murphy Trust is required to be currently distributed to 
Kathy during her life. Capital gains are allocable to corpus, and all expenses are charged against corpus. 
During the taxable year, the trust had the following items of income and expense: 


Dividends $35,000 
Taxable interest 25,000 
Nontaxable interest 10,000 | 
Long-term capital gains 15,000 
Commissions and miscellaneous expenses allocable to corpus 7,000 


The Murphy Trust’s distributable net income is: 


a. $70,000 
b. $63,000 
c. $60,000 
d. $53,000 
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11. Trust D, a complex trust, is required to distribute $20,000 to its beneficiary under the terms of the trust 
instrument. The trust’s distributable net income is $40,000. The $20,000 is deemed to have been paid from 
the following items of income (all expenses have been allocated): 


Rent $ 2,000 
Taxable interest 14,000 
Dividends 16,000 
Tax-exempt interest 8,000 
Total $ 40,000 
What is the trust’s distribution deduction? 
a. $15,000 
b. $16,000 
c. $19,000 
d. $20,000 3 | 
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SOLUTIONS TO CHAPTER 20 QUESTIONS 


True or False 


¥. 


2. 


F (p. 20-14; the painting and carpeting are not administrative expenses; however, should the executor decide to 
rent (rather than sell) the house, these would be deductible rental expenses) 

F (p. 20-26; unused net operating loss carryovers (and other tax attributes) flow through to the beneficiaries in 
the year of termination) 

F (p. 20-22; any income that is required to be distributed currently must be recognized by the beneficiary even 
though a property distribution is not made) 

T (p. 20-26; tax attributes (like unused capital loss carryovers) that are passed through to the beneficiaries are 
apportioned to the beneficiaries based upon relative amounts of corpus received) 

T (p. 20-5; the designation of a trust as either simple or complex is made on a year-by-year basis) 


Fill in the Blanks 


1. 


Ds 
oF 


grantor; trustee; beneficiary (p. 20-4; a trust is created by a grantor (inter vivos trust) or testator (testamentary 
trust) for the benefit of designated beneficiaries and administered by a trustee) 

grantor (p. 20-4; the grantor is the creator of the trust) 

income; principal; income (p. 20—S; a remainder interest is one where the owner receives the trust’s principal 
upon the expiration of an income interest) 

fourth (p. 20-6; the trust income tax return is due by the fifteenth day of the fourth month after the end of the 
trust’s tax year) 

distributable net income (p. 20—18; trust income is calculated based upon the trust agreement in conjunction with 
local law; DNI is the maximum amount of the distribution that can be taxed to the beneficiaries) 

first-tier (p. 20-23; income that is required to be distributed currently, whether or not a distribution is actually 
made, constitutes the first-tier distribution category) 

gift (p. 20-27; if the trust property reverts to the grantor upon the expiration of the income interest (e.g., the 
death of the life tenant), the grantor holds a reversionary interest; the present value of the reversionary interest is 
subject to the gift tax) 

life tenant (p. 20—5; a person (the life tenant) holding a life estate in trust owns an income interest in trust for 
life) 


Multiple Choice 


—" 


c (p. 20-6; accounting methods available to individuals are generally available to estates) 

a (p. 20-6; a Form 1041 is required if an estate has gross income of more than $600; the estate determines gross 
income and deductions on an annual basis based upon the estate’s elected methods of accounting; the estate is 
required to make estimated tax payments using the same quarterly schedule that applies to individuals, but only 
for tax years that end two or more years after the date of decedent’s death) 

c (p. 20-13; income in respect of a decedent (IRD) must be recognized as income by the estate when received on 
behalf of a cash basis decedent; IRD is income earned by a decedent at the time of death but not recognized by 
the decedent under his/her method of accounting (e.g., accrued salary or installment sale gain); assuming the 
interest, dividends and salary constitute IRD, gross income is $5,200 ($500 + $700 + $4,000); the life insurance 
proceeds are excluded from the estate’s gross income under IRC §101) 

d (p. 20-18; under the modified pass-through approach of Subchapter J, the trust claims a distribution deduction 
for any income distributed) 

b (p. 20-5; this is the definition of a simple trust) 

c (p. 20-7; a simple trust is allowed a $300 exemption; items a., b. and d. are incorrect because each of these 
items (final year, partial liquidation and corpus distribution) necessarily requires that there be a distribution other 
than that of income (which is inconsistent with the definition of a simple trust) 
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c (p. 20-27; with respect to Trust D, Dave is treated as owner of the entire trust, since all of the income of such 
trust may be distributed to his wife; as a result, all the income, deductions, gains, losses and credits of Trust D 
are entirely allocable to Dave; with respect to Trust G, Dave is deemed to have received a distribution of one- 
half of the income of Trust G, since one-half of the income of Trust G was used to support Dave’s children for 
whom Dave is legally obligated to support) 

b (p. 20-22; each of the beneficiaries (widow and daughter) include i in her gross income their share of DNI; the 
daughter’s share of DNI is $2,000 (($3,000/$9,000) x $6,000); the widow’s share of DNI is $4,000 
(($6,000/$9,000) x $6,000)) 

a (p. 20-22; the DNI of Trust C is $20,000 ($8,000 + $12,000); the DNI includes tax-exempt interest but does 
not include capital gains attributable to corpus; each of the beneficiaries,will have $4,000 of taxable interest and 
$6,000 of tax-exempt interest) 

b (p. 20-18; the DNI of the Murphy Trust (a simple trust) is $63,000 ($35,000 + $25,000 — $7,000 + $10,000); 
taxable income before the distribution deduction (and therefore DNI) includes the deduction for all of the 
expenses of the Murphy Trust, notwithstanding the fact that the trust instrument allocates all trust expenses to 
corpus) 

b (p. 20-18; tax-exempt interest is removed from DNI to calculate the distribution deduction; the distribution 
deduction is $16,000 (($20,000/$40,000) x ($40,000 — $8,000))) 
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